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PREFACE 


Intermediate Accounting — Comprehensive Volume is designed as a 
text for a year course in accounting to follow the introductory course 
in this subject. The work is developed to meet the requirements of two 
groups: (1) the general business student whose interests are primarily 
concerned with the interpretation and the use of the products of ac¬ 
counting and for whom intermediate accounting may be the final formal 
study in this field, and (2) the student who has chosen accounting as a 
career and for whom the intermediate course must provide a broad 
foundation for the specialized studies to follow. Each of these groups 
must be afforded a full understanding of accounting standards and 
concepts that form the framework for contemporary reporting; each 
of these groups requires full exposure to the practices and the pro¬ 
cedures that are employed in the development of financial statements 
and summaries. 

Intermediate Accounting — Comprehensive Volume begins with a 
description of the principal accounting statements. This is followed by 
a review of the fundamental processes in recording, classifying, and 
summarizing business transactions. There follows a series of chapters 
that consider the problems involved in the measurement of business 
position and the measurement of periodic progress. The study con¬ 
cludes with a consideration of special analytical procedures, including 
the preparation of statements from incomplete data, errors and their 
correction, and statement analysis. 

The text develops the basic concepts of present-day accounting 
with special reference to the cost approach, the matching process, the 
going-concern assumption, and the practices of conservatism, con¬ 
sistency, and full disclosure. Modem statement forms and terminology 
are emphasized throughout the illustrations and the discussions. 
Contemporary accounting problems receive special attention. Am ong 
the latter, to mention only a few, are: current-performance vs. all- 
inclusive income statements; the broadened concept of working capital; 
cost of goods sold and depreciation measurements in periods of chang¬ 
ing price levels; accounting for the establishment and the operation of 
pension plans; accounting for stock rights, stock options, and stock 
dividends for both the investor and the issuing company; legal con¬ 
siderations in accounting for corporate capital; and conflicts between 
financial accounting and income tax accounting. 
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The attempt is made throughout the text to offer full theoretical 
support for the practices and the procedures that are described and 
illustrated. When there is theoretical support for alternative pro¬ 
cedures, these alternates are suggested. While the topical sequence is 
related to balance sheet items, the relationship of each item to the 
income measurement problem is defined and developed. The positions 
that have been taken by the American Institute of Accountants, the 
American Accounting Association, and the Securities and Exchange 
Commission on important matters of theory and practice are included 
in discussions. 

Each chapter closes with a set of questions, a set of exercises, and 
a set of problems. Questions are designed to provide a review of the 
basic theory developed in the chapter and may be used by the student 
for review purposes and by the instructor as a basis for classroom dis¬ 
cussion. Exercises are designed to illustrate specific concepts and 
procedures developed in the text and may be used for classroom 
demonstrations or may be assigned to students before assignments are 
made of the longer problems. Problems are designed to offer the 
student practice in the application of the concepts developed in the 
chapters. Problems of varying levels have been provided. The first 
few problems in each chapter offer practice on those basic concepts 
developed in the related chapter material. These are followed by 
problems that offer a more comprehensive review of related materials. 
The problem section in most chaptei's concludes with problems selected 
from examinations of the American Institute of Accountants that are 
appropriate to the material covered and that offer the student a chal¬ 
lenge on a high level. Sufficient problems have been provided to enable 
the instructor to assign different problems to different sections or to 
assign alternate problems in succe.ssive semesters. Text and problem 
materials have been tested in ckissroom use. 

An appendix is provided where the financial statements for a num¬ 
ber of representative companies are reproduced. A summary is pre¬ 
sented accompanying each set of statements that points out matters 
of particulai' interest in viewing the statements. Reference may be 
made to these forms throughout the study, and the reporting methods 
that have been employed may be compared with the standards for 
such reporting as developed in the different sections. 

The authors have attempted, as in earlier volumes of Intermediate 
Accounting and Advanced Accounting (1949, South-Western Publishing 
Co.), to provide a text that can be used as a self-teaching device. The 
attempt has been made throughout the book to provide explanations 
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that are simple and direct. Discussions have been supplemented by 
examples and illustrations. Questions, exercises, and problems point 
out those matters of particular significance in the study. It is felt 
that when a text can fulfill a self-teaching function, the instructor is 
free to utilize class time for the critical examination and evaluation of 
processes under review and can thus make the highest possible contri¬ 
bution to the development of real accounting maturity on the part of 
his students. 

The authors wish to make grateful acknowledgment to the following 
persons who read all or parts of Intermediate Accounting — Compre¬ 
hensive Volume prior to its publication and made important suggestions 
in the development of the material: Thomas M. Dickerson, Western 
Reserve University; .John W. FitzGerald, Ithaca College; W. R. 
Hammond, University of Georgia; Robert D. Haun, University of 
Kentucky; R. H. Zulauf, University of Detroit; Andrew Barr, Securities 
and Exchange Commission; Raymond P. Marple, National Association 
of Cost Accountants; Charles J. Gaa, American Accounting Associa¬ 
tion; and Robert L. Kane, Jr., American Institute of Accountants. The 
authors also wish to express particular appreciation to Mr. Anelise 
Mosich, of the University of California at Los Angeles, who offered 
valuable editorial assistance and who also participated in the prepara¬ 
tion of the manual and the teachers key that accompany this work. 

Acknowledgment is also due to: the American Institute of Ac¬ 
countants, for permission to quote from their copyrighted series of 
Accounting Research Bulletins and to use certain problems from the 
Uniform Certified Public Accountant Examination; the American 
Accounting Association, for quotations from their pronouncements; 
and those companies listed in the appendix whose statements have been 
reproduced for illustrative purposes. 


W. E. Karrenbrock 
Harry Simons 
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Chapter 
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Accounting Statements 

The Balance Sheet 


On I’eferring t<j corporate financial statements, 
one finds a report or certificate submitted by 
the public accounting firm employed to 
examine the statements and to offer an impartial opinion concerning 
them. When the accountants do not find it necessary to take exception 
to any accounting treatment, they submit an unqualified certificate 
to accompany the statements that reads as follows: 

We have examined ihe balance sheet of the Company as 

of December 31, 19 , and the related stater'ents of income and sur¬ 

plus for the year then ended. Our examinalion was made in accord¬ 
ance with generally accepted auditing standards, and accordingly 
included such tests ot the accounting records as we considered nec¬ 
essary in the circumstances. 

In our opinion, the accompanying balance sheet and statements 
of income and .surplus present fairly the financial position of the 

_ Company at December :il, 1!) , and the results of its 

operations for the year then ended, in conformity with generally 
accepted accounting principles applied on a basis consistent with that 
of the preceding year. 

If a person is to be able (o interpret intelligently accounting ex¬ 
hibits and summaries concerning financial position and operating re¬ 
sults, he must be familiar with tho.se “generally accepted accounting 
principles” that are applied in the development of accounting data. 
If a person is actually to undertake the preparation of accounting 
reports, there is an even greater need for a thorough appreciation of 
the underlying concepts so that he can assert that such reports “present 
fairly the financial position . . . and the results of . . . operations ... in 
conformity with generally accepted accounting principles,” A study 
of accounting principles and procedures is necessary for all persons who 
expect to win a responsible place in business. Such a study is equally 
important for those who are interested in a real understanding of the 
business enterprise as the fundamental unit in American economic 
society. 

Accounting serves many groups and faces ever-increasing responsi¬ 
bilities. While originally concerned with the demands made by the 
owners or the creditors of a business for financial data, the accountant 
now finds a greater number of different groups vitally concerned with 
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his reports. Management, owners, creditors, and employees, as well 
as the government, trade associations, labor unions, and the public, 
seek information concerning the financial activities of the business 
unit. Increasingly the products of accounting are being used as a basis 
for economic, political, and social policy and action. Modern account¬ 
ing, thus, is called upon to meet public as well as private responsi¬ 
bilities. Accoimting standards and practices represent the response by 
the profession to the needs and the expectations of the groups calling 
for financial information. These standards and practices must be 
widely understood. Financial summaries must be prepared within the 
framework of such standards with both intelligence and integrity. 
Only under such circumstances can the products of accounting be 
received with full appreciation and real confidence by those seeking 
information as a basis for private or public judgment. 


ACCOUNTING AND The corporation is the dominant form of 
THE CORPORATION business organization in America. Al¬ 

though there exist a greater number of sole proprietorships and partner¬ 
ships than corporations, the volume of business done by corporations 
exceeds by far that of the other forms of business organization. Further¬ 
more, the value of properties owned by corporations is greatly in e.xcess 
of the value of properties belonging to both sole proprietorships and 
partnerships. 

By its very nature the corporate form calls for extended and accu¬ 
rate accounting. In large corporate enterprises the investment and the 
management groups are separated. Ownership interests are liquid and 
readily transferable. There are more than 6,500,000 stockholders in 
the United States today, and bondholders add to the total of the 
corporate investment group. The number of persons within this group 
having any first-hand knowledge of the activities of the companies in 
which they have interests is small. Accounting becomes the only 
medium for information concerning corporate status and progress for 
the investor, both present and prospective. Absentee and scattered 
investment groups must be provided with financial data that tell the 
business story fully and dependably. 


ACCOUNTING DEFINED Transactions relating to the purchase and 

the sale of goods and services at a price com¬ 
prise what is known as business and constitute the raw materials of 
accounting. It is through the means of accounting that the transac¬ 
tions of the business unit are summarized so that its financial position 
and progress may be known. 
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The Committee on Terminology of the American Institute of 
Accountants has defined accounting in the following manner: 

Accounting is the art of recording, classifying, and summarizing 
in a significant manner and in terms of money, transactions and events 
which are, in part at least, of a financial character, and interpreting 
the results thereof.* 

The Committee, faced with the problem of defining accounting as a 
science or an art, chose the latter as providing emphasis upon the knowl¬ 
edge, skill, experience, and constructive efforts that are applied by 
the accountant in the problems of measurement. The inclusion of the 
interpretive function in the definition of accounting is also worthy of 
special note. The accountant is in a position to render invaluable 
service to management by the development of significant analyses that 
interpret the past and provide guides for more effective control and 
utilization of resources in the future. 

ACCOUNTING Definition of accounting as an art does not 

STANDARDS accountant’s work 

is practiced within a framework of fundamental doctrine. This body 
of doctrine consists of certain standards and practices that have won 
acceptance within the profession because of their logic as well as their 
proved usefulness. When reference is made to “accounting princi¬ 
ples,” it should be understood that the term is used to suggest, not 
fundamental truths or natural laws of universal applicability, but 
rather that body of standards that serves to point to what may be 
considered good accounting practice. 

In recent years the accounting profession has applied great effort 
to a careful re-examination and critical analysis of fundamental theory 
as well as the practices found in the field of accounting. From such 
study it has sought to define clearly what may be considered to be 
standards of sound practice in terms of contemporary problems. With 
agreement as to certain basic standards, the profession encourages the 
broad application of such theory so that accountants’ products may be 
uniform and comparable and hence can be accepted with confidence. 

Several groups have played important roles in the expression and 
the development of accounting standards. Most prominent among 
these groups have been the American Institute of Accountants, the 
American Accounting Association, and the Securities and Exchange 
Commission. 

The American Institute of Accountants, in cooperation with govern¬ 
mental, business, and educational groups, has taken a leading role in 


^Accounting Research Bulletin No. 9, “Report of Committee on Terminology,** May, 
1941 (New York: American Institute of Accountants), p. 67. 
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this program.' Arguments on matters of fundamental accounting 
theory, as well as the conclusions reached by special research com¬ 
mittees of the American Institute of Accountants, have been sum¬ 
marized in official pronouncements and bulletins. Since 1939 the 
Institute has released a series of Accounting Research Bulletins setting 
forth special accounting problems and the conclusions and recom¬ 
mendations made by its Committee on Accounting Procedure.- 

The American Accounting Association has made important con¬ 
tributions to the development of a coordinated body of basic doctrine 
by continuing studies and the release of official pronouncements.' 
The Executive Committee of this organization issued a summary in 
1936 called “A Tentative Statement of Accounting Principles Under¬ 
lying Corporate Financial Statements.” This statement was revised 
in 1941 and then again in 1948 when it was issued under the title “Ac¬ 
counting Concepts and Standards ITnderlying Corporate Financial 
Statements.” The study, development, and expression of accounting 
.standards is viewed as a continuing activity, and a special Committee 
on Concepts and Standards was appointed for this purpose. This 
committee has issued several statements supplementing the 1948 
statement."' 

The Securities and Exchange C’ommission has made real contri¬ 
butions to the development and the expression of standards by issuing 
rules and regulations relating to the rc ports to be filed by its regis¬ 
trants and rendering opinions on matters of theory and prai-tice in its 
official decisions and reports and in its special Accounting Series Re¬ 
leases. The issuance of the series of accounting releases by the Commis¬ 
sion was announced as a “])rogram for the publication, from time to 

^The American Institute of Accountants is the national organization of certified public 
accountants and is primarily concerned \\ith professional public accounting. The 
objects of the Institute are to unite the profession, to advance the interests of public 
accountants, to set standards for admission into the profession, to advance the art of 
accounting, and to improve accounting education. The Board of Examiners of the 
Institute prepares the Uniform Certified Public Accountant Examinations, which 
are now used by all of the states, tlie District of Columbia, and four territories. The 
Institute publishes an official monthly journal. The Joui u<U of Accountancy. The office 
of the American Institute of Accountants is at 270 Madison Avenue, New York 16, 
New York. 

^Accounting RcHcarch Bulletin No. 4^, issued in November, 19r)2, is the latest in the 
series at this printing. 

The American Accounting Association is the successor organization to the American 
Association of University Instructors in Accounting established in 1916. The objects 
of the organization are to encourage and sponsor accounting research, to develop 
accounting principles, to promote studies of accounting as an agency of control of 
business enterprise and of economic afiairs, and to improve methods of accounting 
instruction. The AvSsociation publishes an official quarterly magazine, The Accounting 
Revieic. The office of the American Accounting Association is at the College of Com¬ 
merce and Business Administration, University of Illinois, Urbana, Illinois. 

^Supplementary Statement No. J, is the latest in the series at this printing. 
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time, of opinions on accounting principles for the purpose of contrib¬ 
uting to the development of uniform standards and practices in major 
accounting questions.” 

It should be observed that the various groups named feel that their 
conclusions should be regarded, not as rigid patterns and restraints, 
but rather as guides to good practice. The American Institute states 
with respect to its Accounting Research Bulletins that, in the absence 
of formal adoption by the Institute membership, “the authority of the 
bulletins rests in the general acceptability of the opinion so reached.” 
Further, it “recognizes that its general rules may be subject to excep¬ 
tion and that in extraordinary cases truthful presentation and justice 
to all parties at interest may require exceptional treatment.” The 
American Accounting Association similarly suggests in its statement 
of accounting concepts and standards: “In the application of standards 
individual differences in industries or in enterprises within an industry 
may require that allowance be made for well-established practices...” 
While adhei'ence to the standards put forth is encouraged, it is recog¬ 
nized that in the preparation of reports telling the business story 
fully, clearly, and honestly, the doors must be left open to the exercise 
of judgment on the part of the accountant in the determination of the 
degree of conformity to standards that is proper under different cir¬ 
cumstances, as well as the mode of their application. There is also full 
recognition of the need for the continuous re-examination of accepted 
standards and rules and their restatement and revision whenever 
necessary in keeping pace with changes in the economic and financial 
environment. 

The progress that has been made in defining the body of doctrine 
that is applicable to contemporaiy reporting has had a most healthy 
effect upon both the accounting profession and those who look to the 
services offered by the profession. The practitioner, aware of standards 
that have general support, is afforded guidance as well as a sense of 
security in his performance. The product of accounting is improved 
and at the .same time achieves fundamental uniformity and compara¬ 
bility. The reader of the accounting report, familiar with the standards 
that have been applied in its preparation, can view the report with 
confidence, interpret it properly, and compare it with others prepared 
within a common framework. 

THE MATCHING The accountant is primarily the historian. 

PROCESS jg j^jg function to record, classify, and 

summarize business activities in such a manner that the data can be 
used as a means for evaluation of the past as well as a guide for the 
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future. In fulfilling the historical function the accountant must be 
impartial and systematic in seeking out the facts of business. His 
findings should be objective and verifiable. 

Management of the business unit engages in activities directed to 
the increase of business resources—the production of profits. Recogni¬ 
tion of the progress made cannot be delayed until the termination of 
activities at some unascertainable future date but must be a continu¬ 
ing process. Accordingly, the life of the business unit is broken up into 
arbitrary segments, and periodic statements of progress are provided. 
Such statements must be tentative in nature, since the full story is yet 
to be told and the future may modify the inferences made in the 
periodic analyses. 

Business may be considered to consist of two streams of activities. 
First, there are the regular acquisitions of goods and services required 
for the performance of its objectives. These activities result in business 
costs. There follows the accomplishment of the objectives of the busi¬ 
ness to recover costs as well as profit through the sale of goods and 
services. These activities are the source of business revenue. The net 
income from operations for a specified period is determined by matching 
against the revenues that may be considered to be idealized within the 
period those costs that are considered applicable thereto. If incoming 
revenues exceed outgoing costs, there is an increase in the business net 
assets accruing to the ownership group; when revenues fail to equal 
costs, a decrease in net assets identified with the ownership group re¬ 
sults. The application of costs against revenues is referred to as the 
matching process_and is fundamental to all accounting activity. 

Both costs and revenues are expressed in the matching process in 
terms of the homogeneous qualitative element common to both—a 
money price. The price for the business effort, or cost, is found in the 
amount paid for the goods and services at the time these were originally 
acquired. The price that is assigned to the business accomplishment, or 
revenue, is the bargained amount arrived at between buyer and seller. 
As goods and services are acquired, then, their cost is established and 
recorded. These costs may be marshaled into different combinations 
where the business unit unites different acquisitions in the development 
of its services or products. Ultimately such costs, individually or as 
regrouped, are assigned to the revenue that they have produced. 

The use of original historical cost in the matching process is com¬ 
monly referred to as the cost principle. Independent buyers and sellers 
through negotiation reach agreement as to the value of the utility being 
transferred. This bargained acquisition is the buyer’s cost, his invest¬ 
ment in the future. It is a value that is immediately available and ob- 
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jective, and is accepted as the starting point in the measurement 
process. 


ACCOUNTING 

STATEMENTS 


It has already been suggested that business 
continuity is broken up into a series of time 
intervals and that measures of progress and position are developed for 
each such interval. The reporting period generally selected for a 
compai'ison of costs and revenues and their effect upon the business 
position is one year, either the calendar year or some other arbitrarily 
selected fiftcal year. At the end of each period two principal reports, the 
balance sheet and the income statement, are prepared. When the differ¬ 
ence in the net assets for the year is not fully explained by the income 
statement, a third statement is usually provided to supplement profit 
and loss data and to offer a full reconciliation of the change. This 
statement is known as the statement of changes in capital, or as applied 
to the conioration, the earned surplus statement. 


NATURE AND 
CONTENT OF THE 
BALANCE SHEET 


The balance sheet, also variously called the 
statement of condition and the statement of 
resources and liabilities, shows the financial 
position of the business unit at a particular moment. This position re¬ 
sults from the effect of transactions of the period just completed upon 
the financial position of the business at the beginning of the period. 
More broadly, the financial position is the cumulative result of all 
transactions of the business from its very start. Since the balance sheet 
is basically historical, reporting the position growing out of a series of 
recorded transactions, only a full understanding of the accounting con¬ 
ventions and practices that are followed in the recording process offers 
an appreciation of the nature of the end product. Some of the funda¬ 
mental concepts of balance sheet content, form, and presentation are 
considered in this chapter. A consideration of the individual balance 
sheet items in later chapters will serve to develop more fully the nature 
of the balance sheet and its proper interpretation. 

The balance sheet is an expansion of the basic accounting equation. 
Assets = Liabilities -t- Proprietorship. The character and the amount 
of the assets are exhibited. These are offset by the equities in such 
assets identified with the creditor and the ownership groups. Such 
equities normally bear no relationship to s])ecific assets and hence are 
presented as equities identified with the assets as a whole. 

For accounting purposes, assets include not only property rights 
and values acquired, but also those costs that have not been applied to 
earnings of the past and that are considered to afford utility in the pro- 
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duction of future revenue. Assets, then, include both money resources 
- cash, receivables, and marketable securities —and those recorded 
costs that are recognized as recoverable and hence properly assignable 
to income of future periods— equipment, patents, prepaid rent, etc. 

Liabilities measure the equities of the creditor group in the total 
resources. Such equities arise as the result of contributions by this 
group as well as the recognition of compensation to this group for its 
contributions. The method of liability liquidation varies. Claims may 
call for payment in cash, or they may be liquidated by means of serv¬ 
ices to be performed or goods to be delivered. 

Proprietorship measures the interest of the ownership group in total 
resources. Such equities originally arise as the result of contributions 
by the owners, and these equities change with the change in net assets 
resulting from operations. 

Balance sheet items are noimally classified in a manner that will 
facilitate the analysis and the interpretation of financial data. Informa¬ 
tion of primary concern to all parties is the business unit’s solvency 
its ability to meet current obligations. Accordingly, assets and lia¬ 
bilities are generally divided and classified as (1) current or short-term 
items and (2) aoncurrent, fixed, or long-term items. Classification of 
current items makes it possible to arrive at a company’s working 
capitol, the difference between current a.ssets and current liabilities, 
which is the liquid buffer available in meeting demands and contin¬ 
gencies of the future. ‘ 

CURRENT ASSETS AND Generally the “current” concept has been 
CURRENT LIABILITIES mean, with respect to liabilities, those 

claims due within the penod of one year, and with i-espect to assets, 
cash and those assets that are expected to be converted into cash within 
this same period. This definition would call for the exclusion of in¬ 
ventories and receivables that are not expected to be converted into 
cash within one year and the exclusion of prepaid expenses that will 
not produce cash. Liabilities maturing after one year from balance 
sheet date would likewise be excluded from current reporting. Both the 
American Institute of Accountants and the American Accounting 
Association, however, have recommended a broadening of the current 
definition to emphasize a company’s ability to meet claims out of pro¬ 
ceeds of current operations rather than ability to pay on the assumption 
of business liquidation. Accordingly, current items are held to embrace 

^“Working capital” is used in this text to denote the excess of current assets over 
current liabilities. Sometimes this excess is referred to as “net working capital,” the 
term “working capital” then being used to denote total current assets. 
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those items relating to the particular company’s “normal operating 
cycle.” These groups conceive ordinary operations to involve the cir¬ 
culation of capital within the current group. Cash is converted into 
inventories, inventories into receivables, and receivables ultimately 
into cash again. Items falling within this round are considered current. 
These groups hold, too, that prepaid expenses are properly includible 
in the current grouping since they represent a substitute for expend¬ 
itures that would otherwise call for the use of current assets within 
the operating cycle. 

The Institute position on working capital is as follows: 

. . . For accounting purposes, the term current asseii^ is used to 
designate cash and other assets or resources commonly identified as 
those which are reasonably expected to be realized in cash or sold or 
consumed during the normal operating cycle of the business. Thus the 
term comprehends in general such resources as (a) cash available for 
current operations and items which are the equivalent of cash, vb) mer¬ 
chandise or stock on hand, or inventories of raw materials, goods in 
process, finished goods, operating supplies, and ordinary maintenance 
material and parts, (c) trade accounts, notts, and acceptances re¬ 
ceivable, (d) receivables from officers (other than for loans and ad¬ 
vances), employees, afliliates, and others if collectible in the ordinary 
course of business within a year, (e) installment or deferred accounts 
and notes receivable if they conform to normal trade practices and 
terms within the business, (f) marketable securities representing the 
investment of cash available for current operations, and (g) prepaid 
expenses such as insurance, taxes, unused royalties, current paid adver¬ 
tising service not yet received, and other items which, if not paid in 
advance, would require the use of current assets during the operating 
cycle.^ 

The Institute further suggests that the one-year period is to be 
used as a basis for current asset classification in those instances where 
the average operating cycle is less than twelve months; but where the 
operating cycle exceeds twelve months, as in the case of the tobacco, 
distillery, and lumber industries, the longer period is to be used. 

In accordance with the foregoing concept of current assets, the 
bulletin lists the following items as not includible in this category: 

(a) Cash and cash claims restricted to use for other than current operations, 
designated for the acquisition of noncurrent assets, or segregated for the 
liquidation of noncurrent debts. 

(b) Advances or investments in securities, whether marketable or not, made 
for the purposes of control, affiliation, or other continuing business ad¬ 
vantage. 

(c) Receivables not expected to be collected within twelve months arising 
from unusual transactions such as the sale of capital assets or advances 
to affiliates, officers, or employees. 

^Accounting Research Bulletin No. 30, “Current Assets and Current Liabilities — 
Working Capital,” August, 1947 (New York: American Institute of Accountants), 
p. 248. 
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(d) Cash surrender value of life insurance policies. 

(e) Land and other natural resources. 

(f) Depreciable assets. 

(g) Other balances representing unamortized costs fairly chargeable to the 
operations of several years. 

Current liabilities are described as follows: 

. . . The term cvrrent Uahilities is used principally to identify and 
designate debts or obligations, the liquidation or payment of which is 
reasonably expected to require the use of existing resources properly 
classifiable as current assets or the creation of other current liabilities. 

As a balance-sheet category, the classification is intended to include 
obligations for items which have entered into the operating cycle, as in 
the case of payables incurred in the acquisition of materials and sup¬ 
plies to be used in the production of goods or in providing services to 
be offered for sale, collections received in advance of the delivery of 
goods or performance of services, and debts which arise from opera¬ 
tions directly related to the operating cycle, such as accruals for 
wages, salaries, commissions, rentals, or royalties. Other liabilities, 
the regular and ordinary liquidation of which is expected to occur 
within a relatively short period of time, usually twelve months, are 
also intended for inclusion, such as short-term debts arising from the 
acquisition of capital assets, serial maturities of long-term obligations, 
and agency obligations arising from the collection or acceptance of cash 
or other assets for the account of a third party. Income taxes should be 
included as current liabilities even though the entire amount may not 
be payable within twelve months.^ 

The current liability classification, however, is not intended to in¬ 
clude the following items, inasmiu'h as these items will not require the 
use of current funds: 

(a) Obligations due at an early date that are to be discharged by means of the 
issuance of new obligations in their places. (There should be disclosure by 
parenthetic remark, footnote, or otherwise of the reason for continuing to 
report such items as noncurrent.) 

(b) Debts that are provided for by fund accumulations reported as noncurrent 
assets. 

(c) Life insurance policy loans that are to be liquidated by deduction from 
the proceeds of the policy upon maturity or cancellation. 

While a majority of accounting reports continue to follow the strict 
“one year” concept in the classification of current items, there has 
been a steady movement towards acceptance of^he Institute’s position 
since release of Bulletin No. 30 in 1947. In view of the sound logic in 
support of a broader interpretation for working capital, illustrations on 
the following pages are prepared in accordance with Institute recom¬ 
mendations. 

Current assets, with the exception of inventories and marketable 
securities, are normally reported at their estimated realizable values. 

^Ibid.f p. *249. 
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Thus current receivable balances are reduced by allowances for esti¬ 
mated bad debts. Both inventories and marketable securities may be 
reported at cost or on the basis of “cost or market, whichever is lower.” 
The latter method has been supported as a conservative approach to 
the measurement of assets and working capital position. 

Few problems are generally found in the valuation of current lia¬ 
bilities. Amounts payable can usually be determined or accrued ac¬ 
curately. Some items may require estimates as to the amounts ulti¬ 
mately payable. However arrived at, the claim, if payable currently, 
must be reflected under the current heading. 

NONCURRENT ASSETS Assets and liabilities that do not qualify for 
AND LIABILITIES presentation under the current headings are 

classified under a number of noncurrent headings. Noncurrent assets 
are generally listed under separate headings such as Investments, 
Plant and Equipment, Intangible Assets, Deferred Charges, and Other 
Assets. Noncurrent liabilities are listed under such headings as Long- 
Term Debt, Deferi'ed Credits, and Other Liabilities. 

Investmevts. Long-term investments held for periodic income, 
value appreciation, or control purposes are reported under the caption 
Investment’^. Examples of items properly shown under this heading are 
long-term stock, bond, and mortgage holdings; securities of affiliated 
companies as well as advances to such companies; sinking fund assets 
consisting of cash and secui'ities held for the retirement of bonds, the 
redemption of stock, the replacement of buildings, or the payment of 
pensions; investments in plant sites not in current use; and other mis¬ 
cellaneous investments not used directly in the operations of the busi¬ 
ness. Investments are normally reported at cost. 

Plant and Equipment. Properties of a tangible and relatively per¬ 
manent character that are used in the normal business operations are 
reported under the heading Plant and Equipment. Land, buildings, 
machinery and equipment, furniture and fixtures, and tools are in¬ 
cluded under this heading. Plant and equipment items are normally 
reported at their original cost less the accumulated depreciation cal¬ 
culated upon the basis of their time or service utility. 

Intangibles. The long-term rights and privileges of an intangible 
character acquired for use in the normal business operations are re¬ 
ported under the heading Intangibles. Included in this class are such 
items as goodwill, patents, trademarks, franchises, copyrights, formu¬ 
las, and organization costs. Intangible assets are reported at cost 
less amounts that have been written off. Frequently the term fixed 
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assets is used to apply to all of those long-term properties used in the 
production of goods and services. As thus used, fixed assets would con¬ 
sist of two groups—fixed tangibles represented by plant and equipment 
items and fixed intangibles represented by the items named above. 

Deferred Charges. Certain costs—such as bond discount and the 
expense of issuing bonds, various developmental and improvements 
costs, leaseholds, and other similar charges—result in services or bene¬ 
fits to be realized over a number of periods. Future periods, then, are 
chargeable with a proper share of such costs. These items are appro¬ 
priately reported under the heading Deferred Charges. One frequently 
finds supply inventories and short-term prepaid expense items regarded 
as noncurrent items and listed in the deferred charges category. But 
the trend has been toward the recognition of these items as current 
assets since the release by the American Institute of Accountants of 
Bulletin No. 30, referred to on page 9, which recommends such practice. 

Other Assets. Occasionally certain noncurrent items cannot satis¬ 
factorily be included under any of the previous classifications and are 
listed under separate descriptive headings or under the general heading 
Other Assets. Such items as cash funds representing miscellaneous 
deposits received from customers, deposits made with vendors to secure 
contracts, advances to officers, and construction in progress are fre¬ 
quently reported as Other Assets. 

Long-Term Debt. Long-term notes, bonds, mortgages, and similar 
obligations that will not require current funds for their retirement are 
generally reported under the heading Long-Term Debt. When a note, 
a bond issue, or a mortgage formerly classified as a long-term obligation 
becomes due and is to be paid from the current funds within a year, it 
should be classified as current. Frequently the term fixed liabilities 
is used to refer to the long-term obligations named. 

Deferred Credits. Revenues for goods, services, or benefits to be pro¬ 
vided over a number of future periods are recorded as deferred credits 
until there has been full performance of these contracts and the revenue 
can be considered earned. Normally costs are involved in the perform¬ 
ance of a contract, and the gain or the loss on the transaction still 
remains to be determined in future periods. Amounts received in 
advance on leaseholds, deposits and advances received on long-term 
construction contracts, and premiums received on long-term service 
and insurance contracts are examples of transactions giving rise to 
obligations that are properly shown under the deferred credits heading 
until such time as these can be recognized as income. 
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Frequently one finds all deferred income items reported under the 
deferred credits heading, including income received for goods and serv¬ 
ices to be provided in the near future; but this classification is appro¬ 
priate only if the item is to make no significant claim upon the current 
assets reported on the balance sheet. When there are significant costs 
involved in the course of income realization and these costs are to be 
met from current assets presently reported, the deferred income bal¬ 
ance is really a claim against current assets and hence properly re¬ 
portable as a current liability. If the assets consumed in rendering the 
service are less than the amount originally received, a profit will emerge; 
if assets consumed exceed the revenue to be recognized, a loss will 
ultimately be recorded. Prepaid subscriptions income, for example, is 
properly recognized only as a current liability until the claim for serv¬ 
ices is fully discharged and the net income is detei minable. 

Other Liabilities. Occasionally certain noncurrent liabilities cannot 
satisfactorily be reported under the long-tei’m debt heading or the 
deferred credits heading and are listed under separate descriptive head¬ 
ings or under the general heading Other Liabilities. Such items as 
liabilities to customers on long-term deposits, long-term obligations to 
company officers or affiliated companies, matured but unclaimed bond 
principal and interest obligations, amounts payable under pension 
plans, and equities of minority intei'ests in subsidiary company assets 
are frequently reported under the caption Other Liabilities. 

Contingent Liabilities. Past activities may have given rise to the 
possibility of future liabilities, although legal obligations do not exist 
on the date of the balance sheet. Such contingent liabilities are normally 
reported by means of a parenthetical remark, by a notation under a 
separate contingent liability heading shown after reported liabilities, 
or by a footnote in the balance sheet. Possible obligations resulting 
from the discounting of customers’ notes, accommodation endorse¬ 
ments on obligations of other parties, pending lawsuits, and taxes and 
other charges in dispute are examples of items frequently reported as 
contingent liabilities. 

Careful distinction should be made between the contingent lia¬ 
bilities just described and liabilities that exist but that cannot be 
definitely and finally measured in amount on the balance sheet date. 
For example, an income tax liability may have accrued although the 
exact amount of the obligation is not yet determinable; or payments 
may have to be made ultimately to employees under retirement plans 
although the costs of such benefits cannot be finally determined. These 
claims, even though arrived at through estimates, cannot be ignored in 
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setting forth the financial condition. The estimated tax liability is a 
current item and hence is properly reported under the current heading; 
the estimated pensions are not currently payable and hence would be 
reported under a noncurrent heading. 

PROPRIETORSHIP In the case of a sole owner, proprietorship is 

represented by a single capital balance. This 
is the cumulative result of the owner’s investments and withdrawals as 
well as past profits and losses. In the partnership form of organization, 
proprietorship is composed of separate capital balances reporting the 
interests of the several owners. While the agreement with respect to 
profit and loss determines how firm profit and loss is to be divided 
among individual partners, the capital accounts measure the partners’ 
equities in existing firm assets resulting from partners’ investments and 
withdrawals as well as past profits and losses. Upon partnership 
liquidation, firm creditors are paid off and all profits and losses from 
liquidation are distributed to partners in the profit and loss ratio. 
Remaining assets are then distributed to partners in accordance with 
their equities as reported by their respective capital accounts. 

In the corporation, proprietorship, commonly referred to as capifal, 
stockholders' interest, or net worth, is reported in terms of the sources of 
this interest, consisting of paid-in capital and earned surplvs or retained 
earnings. Paid-in capital is generally divided into capital stock and paid- 
in surplus elements. In certain instances corporate capital includes 
revaluation surplus balances. 

Capital Stock. Capital stock outstanding, if it has a par value, is 
shown on the balance sheet at par. If it is no-par, it is stated at the 
amount received on its original sale or at some arbitrary value as set 
by law or as assigned by action of the board of directors of the corpora¬ 
tion. When more than a single class of stock has been issued and is 
outstanding, the stock of each class is reported separately. Treasury 
stock, which is stock issued but subsequently reacquired by the cor¬ 
poration, is a subtraction from the total stock issued or from the sum of 
capital stock and surplus. The capital stock balance is interpreted as 
the legal capital or permanent capital of the corporation. 

Paid-In Surplus. A premium received on the sale of par-value 
stock or the amount received in excess of the value assigned to no-par 
stock is shown on the balance sheet as paid-in surplus. Capital con¬ 
tributed other than for shares (the donation of assets, for example) 
and gains resulting from the sale of treasury stock at amounts in 
excess of cost also give rise to paid-in surplus. Capital stock and paid- 
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in surplus balances should be combined so that the full amount of 
the paid-in capital may be indicated. Sale of stock at less than par 
calls for the recognition of a capital stock balance at par and a stock 
discount balance that is reported as a subtraction item in arriving at 
contributed capital. 

Earned Surpliis or Retained Earnings. The amount of undistributed 
earnings of past periods is reported as earned surplus or retained earn¬ 
ings. Dividends and losses reduce earned surplus. An excess of dividends 
and losses over profits results in a negative earned surplus balance 
called a deficit. The earned surplus balance is combined with the in¬ 
vested capital in summarizing the stockholders’ interest in the corpora¬ 
tion. Portions of earned surplus are frequently classified as appro¬ 
priated surplus to indicate that the earnings are not to be used as a 
basis for dividends, assets arising from such earnings thus remaining 
available for the company’s own use. Appropriations are commonly 
designated as earned surplus reserves and include such items as re¬ 
serves for sinking funds, for plant extension, for contingencies, etc. 
Where appropriations of surplus have been made, earned surplus on 
the balance sheet consists of an amount representing Appropriated 
Earned Surplus and a balance designated Unapproprinted Earned 
Surplus or Free Surplus. 

Revaluation Surplus. When increases in assets as indicated by 
independent appraisal are recorded in the accounts, such increases in 
asset values are accompanied by increases in Revaluation Surplus or 
Appraisal Surplus. Frequently one finds a Capital Surplus balance 
reported on published statements. This term is used to embrace all 
surplus other than earned surplus, that is, to include both paid-in and 
revaluation amounts. Such reporting is unfortunate since use of the 
catch-all term leaves the reader of the statement uninformed concern¬ 
ing the sources of such proprietorship. 


FORM OF THE The form of the balance sheet varies in 

BALANCE SHEET practice. The balance sheet may be prepared 

in account form, assets being reported on the left-hand side and liabil¬ 
ities and proprietorship on the right-hand side. It may also be prepared 
in report form, with assets, liabilities, and proprietorship elements 
appearing in vertical arrangement. 

The order of asset and liability classifications also varies in prac¬ 
tice. For example, where emphasis is upon a company’s working capi¬ 
tal position and liquidity, asset and liability groups, as well as the 
items within such groups, may be presented in the order of liquidity. 
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THOMAS, 

Balance 

December 

Assets 



Current assets: 




Cash in bank and on hand 


$ 45,500 


Marketable securities (at cost; market value. 



$ a 1,500) 


30,000 


Accrued interest on notes receivable 


250 


Advances to employees 

Notes receivable, trade debtors* 

$ 15,000 

1,250 


Accounts receivable 

50.000 

$ 65,000 



Less: Allowance for bad debts 

5,000 

60,000 


Inventories (at lower of cost or market 
Prepaid expenses: 

) 

145,000 


Miscellaneous supplies inventories 

$ 3,000 



Unexpired insurance 

5,000 

8,000 

$290,000 

Investments: 




Sinking fund for retirement of bonds 



50,000 

Plant and ec^uipment: 

Allowance for 

Book 



Cost Depreciation 

Value 


Land 

$ 80,000 

$ 80,000 


Buildings 

150,000 $ 35,000 

115,000 


Equipment 

100,000 45,000 

55,000 



$330,000 $ 80,000 


250,000 

Intangibles: 




Organizati(»n costs 


$ 6,500 


Coodw'll 


18,500 

25,000 

Deferred charges: 




Unamortized bond discount and expense 


5,000 

Other assets. 




Advances to officers (noncurrent) 



15,000 

Total assets 



$635,000 

*Thf toiiifiiinv !■' oontinjn ntl\ on mstonn 

‘rs iu)t< s of 000 that hai o 

hdii cliseountrd 




('lassified 

This is the usual presentation for the mercantile imit, and class head- 

ings appear as follows: 




Current Assets 

Current Liabilities 


Investments 

Long-Term Liabilities 


Plant and Equipment 

Deferred Credits 


Intangibles 

Other Liabilities 



Deferred Charges 

Paid-In Capital 



Other Assets 

Earned Surplus 



A balance sheet in account form with financial data reported in 
the order of liquidity is illustrated above. When readers of the balance 
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INC. 
Sheet 
31, 1953 


Current liabilities 


Lubiiities and Capita.. 
Liabilities 


Notes payable, trade creditors 


$ 14,250 

Accounts payable 


37,500 

Customers’ accounts with credit balances 


750 

Estimated income taxes payable 

Accrued expenses; 


15,000 

Salaries and wages 

$ 1,000 


Taxes 

1,500 

2,500 


Long-term debt 

3% IVst mortgage bonds due December 31,1957 
Deferred credits 

Unearned interest on notes receivable 
Unearned leasehold income 

Total liabilities 

C APITAL 

Paid-in capital 

6% Preferred stock, par $10, 5,000 shares issued 
and outstanding 

No-par common stock, stated value $5, 40,000 
shares issued and outstanding 
Paid-in surplus from sale of common stock in 
excess of stated value 

Earned surplus 

Total capital 


$ 500 

14,500 


$ 50,000 

J00,000 

45,000 $ J95,000 
155,000 


$ 70,000 

100,000 

15,000 
$ 185,000 


$450,000 


Total liabilities and capital 


$635,000 


Balance Sheet 


sheet are concerned primarily with such factors as total plant and the 
method of financing such plant, and when a satisfactory condition as 
to solvency is assumed (as in the case of public utilities, for example), 
the order of presentation may emphasize plant and plant equity 
amounts in a manner such as the following: 

Plant and Ec^uipment Paid-In Capital 

Intangible.s Long-Term Debt 

Investments Other Liabilities 

Current Assets Current Liabilities 

Deferred Charges Deferred Credits 

Other Assets Earned Surplus 
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When the report form is used, the liability and the proprietorship 
classifications follow the asset classifications. Liability and proprietor¬ 
ship totals may be added together to form an amount equal to the asset 
total. In other instances total liabilities are subtracted from total 
assets, and proprietorship is offered as the difference. A report form 
that emphasizes the current position and develops a working capital 
balance has won wide favor in recent years, asset and liability classes 
being reported in the following order:* 

THOMAS, INC. 

Balance Sheet 
December 1953 


Current assets 


$290,000 

Less: Current liabilities 


70,000 

Working capital 

Add: 

Investments 


$220,000 


50,000 

Plant and equipment 


250,000 

Intangibles 


25,000 

Deferred charges 


5,000 

Other assets 


15,000 

Deduct: 

Long-term debt 

$100,000 

$565,000 

Deferred credits 

1.5,000 

115,000 

Excess of assets over liabilities 


$450,000 

Ownership evidenced by: 

Paid-in capital 


$29.5,000 

Earned surplus 


15.5,000 

Total equal to excess of assets over liabilities 


$450,000 

Balance Sheet Developing Working Capital Balance 



Frequently, related balance sheet items are combined so that the 
balance sheet may be prepared in condensed form. For example, foi 
balance sheet presentation, land, buildings, equipment, and furniture 
may be reported as a single item; raw materials, goods in process, 
and finished goods inventories may be combined; and investments 
may be reported in total. Consolidation of similar items within reason¬ 
able limits may actually serve to clarify balance sheet position and data 
relationships. Supporting detail for individual items, if considered of 
particular significance or when required by law, may be supplied by 
means of supplementary schedules accompanying the balance sheet. 

Balance sheet data are frequently presented in comparative form. 
With comparative reports for two or more dates, information is made 
available concerning the nature and the trend of financial changes 
taking place within the periods between balance sheets. 

^Individual assets and liabilities have been omitted in the illustration. 
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BALANCE SHEET A number of items are frequently reported 

ITEM OFFSETS Certain gross balances that call for the 

recognition of offset balances in arriving at proper balance sheet valu¬ 
ations. Such offset balances are found in asset, liability, and proprietor¬ 
ship categories. For example, in the case of assets, accounts receivable 
may be reported at the sum of the customers’ accounts less an allow¬ 
ance for bad debts to bring the balance down to the amount estimated 
to be recoverable; plant and equipment items are usually reported at 
cost less allowances for depreciation that bring the assets down to the 
costs yet to be assigned to future periods. In the case of liabilities, 
estimated discounts to be taken in liquidating accounts payable are 
sometimes subtracted from accounts payable reported as the sum of 
trade creditors’ balances; bonds payable reacquired by a company but 
not formally retired are reported as an offset to bonds payable issued. 
In the case of proprietorship, a discount on capital stock is properly re¬ 
ported as an offset from the capital stock balar.ee at pai’ in ari’iving at 
paid-in capital; a deficit is shown as a subtraction from invested capital 
in arriving at the net stockholders’ interest. 

It should be observed that the offsets involved above are required 
in the proper valuation of some particular balance sheet item. The 
offset procedure, however, is improper if it is applied to an asset and a 
liability or to an asset and a capital balance even in the event of 
some relationship between the items. For example, a company may 
accumulate cash in special funds to discharge certain tax liabilities; 
but so long as control of the cash is retained and so long as the obliga¬ 
tion is still outstanding, the balance sheet should reflect both the asset 
and the liability. Or a plant may have been purchased, a mortgage 
note having been issued on the purchase. The business unit has ac¬ 
quired a building and at the same time is obliged to meet the payment 
requirements of the mortgage. Simply to offset the property and the 
liability balances and to report the company’s equity in the property, 
even though the property might be subject to foreclosure sale by the 
creditor upon failure to meet the debt, would be to understate the as¬ 
sets owned by the company as well as the obligations that it must 
meet. A cash sinking fund may have been accumulated for the purpose 
of acquiring preferred stock; but until the stock is redeemed, the com¬ 
pany continues to control the cash and must meet its responsibilities 
to holders of the stock. A company may have made advances to certain 
salesmen and amounts may be owed to others; the company has both 
a claim against certain individuals and a responsibility to others. A 
net figure cannot be justified here, just as a net figure cannot be justified 
for the offset of trade receivables against trade payables. 
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BALANCE SHEET Recent years have witnessed an attempt on 

TERMINOLOGY p^j.^ of accounting profession to 

define the terms used in accounting. Attention has also been directed 
to those terms that have been subject to misinterpretation because of 
an accounting use that differs from the sense in which they are popu¬ 
larly used. This study has been accompanied by a movement to modify 
existing practice where such action might contribute to a better under¬ 
standing of accounting. 

Nei Worth and Surplm. As early as 1941 the American Institute 
of Accountants raised the question of more informative designations 
in reporting corporate proprietorship. The use of the heading “net 
worth” was challenged on the grounds that “a balance sheet does not 
purport to reflect and could not usefully reflect the value of the enter¬ 
prise or of equity interests therein.” The need for a designation that 
would emphasize investment rather than value was recognized. Objec¬ 
tion was also made to the use of the term “surplus.” The popular 
meaning for “surplus” is “excess,” “overplus,” “residue,” “that which 
remains when use or need has been satisfied.” “Surplus” as employed 
in an accounting sense has been used to suggest accumulated earnings, 
as in earned surplus; investment by owner’s, as in paid-vi surplus; and 
unrealized profits resulting from a restiitement of assets, as in revalua¬ 
tion surplus. In order to clarify the ownership r’eporting, the Institute 
Committee on Accounting Procedure in Bulletin No. 39 in 1949 
recommended the comirlete discontinuance of the term “Surplus” and 
presentation of corpor-ate capital in a manner that would adequately 
point out the various soui’ces as well as the investment nature of this 
equity.' These aims are to be achieved by the following: 

(1) The contributed portion of proprietary capital is to be divided 
between: 

(a) Capital contributed for or assigned to shares to the extent of their 
par or stated value. 

(b) Capital contributed for or assigned to shares in excess of such par or 
stated value (whether as a result of original issue of shares at amounts 
in excess of their then par or stated value, reduction in par or stated 
value after issuance, or transactions by the corporation in its own 
shares), and capital received other than for shares, whether from 
shareholders or others. 

(2) The increase in capital from earnings is to be designated by 
terms that indicate source, such as retained income, retained earnings, 
accumulated earnings, or earnings retained for use in the business. 

(8) Any appreciation reflected in the stockholders’ equity is to be 

KAccouritinq licsinrch Bulk tin No. 5,9, “Discontinuance of the Use of the Term *Sur- 
plus,’ ” October, 1949 (New York: American Institute of Accountants), pp. 29r)-298, 
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designated by such terms as excess of appraised or fair value of fixed 
assets over cost or appreciation of fixed assets, 

(4) There should be indication of such oarts of capital as have 
been appropriated or are restricted as to withdrawal. 

Corporate proprietorship, then, would appear as follows: 

Stockholders' equity: 

Contributed capital: 


Capital assigned to stock, 10,000 shares 


authorized, issued, and outstanding, par $10 
Capital received in excess of par value 

Capital arising from sale of treasury siock 

$100,000 

7,500 

10,000 

$117,500 

Retained earnings: 

Appropriated and restricted as to withdrawal 
Unappropriated 

$ 50,000 
100,000 

150,000 

Increase for appreciation of fixed assets 


60,000 

Total stockholders’ equity 


$327,500 


Reserves, The use of the term ‘'reserves’' and classification problems 
relating to reserves have been subject to special inquiry and challenge. 
The term “reserve'' is popularly interpreted io mean property that is 
held or retained for some purpose. For accounting purposes, such 
property would be referred to as a deposit, a temporary investment, or 
a sinking fund. The reserve designation, however, is employed in the 
following conflicting senses on the balance sheet: 

(1) As a valuation account 

Reserve for Bad Debts, which reduces a receiviable balance to the 
estimated amount collectible. 

Reserve for Depreciation, which reduces the cost of an asset by the 
amount already charged to revenues. 

(2) As a liability whose amount is uncertain 

Reserve for Federal Income Taxes, which indicates the amount of tax 
estimated to be payable. 

Reserve for Damages, which indicates the probable amount payable 
in a disputed claim. 

(3) As an appropriation of earned surplus— 

Reserve for Bond Sinking Fund, which represents an appropriation 
of earnings matching assets that have been segregated and that 
are to be used for a special purpose. 

Reserve for Higher Costs of Plant Replacement, which represents an 
appropriation of earnings so that an unsegregated or undivided 
portion of net assets may be retained for future plant replacement. 

In 1948 the Committee on Accounting Procedure of the American 
Institute issued Bulletin No. 34 suggesting the limitation of the reserve 
designation.^ It points out that “reserve” is popularly interpreted to 

^Accountinq Research HnUeUn No. 3U* “Recommendation of Committee on Terminology 
— Use of Term ‘Reserve’," October, 1948 (New York: American Institute of Ac¬ 
countants), pp ‘271 ‘274. 
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mean property that is held or retained for some special purpose. 
Since the generally accepted meaning of the term “reserve” relates 
only to the accounting use for items in the third class, the Committee 
recommends that its use be limited to items within this class. The 
Committee further recommends that asset offsets of the first class be 
referred to as “Less Estimated Uncollectibles” and “Less Amortiza¬ 
tion to Date” and that a liability involving an e.stimate of the second 
class be reported as “Estimated Liability” or “Liability of Estimated 
Amount.” 

The use of “reserve” as a valuation, a liability, and a proprietorship 
designation is subject to serious criticism. However, a further practice 
that has been followed in a number of cases, that of listing such diverse 
reserve elements under a common heading “Reserves” usually reported 
between the liabilities and the proprietorship sections on the balance 
sheet, is to be thoroughly condemned. This practice results in a distor¬ 
tion of asset, liability, and capital elements, making necessary 
a full screening of the reserves and their identification with the ap¬ 
propriate balance sheet section in arriving at a summary of assets and 
related equities. Further, the use of such titles as “Miscellaneous Re¬ 
serves,” “General Re.serves,” and “Contingency Reserves” within the 
reserves section frequently makes identification of the balance sheet 
element impossible. The Amei'ican Accounting Association has taken 
a positive stand on this matter in I'ecommending the following: 

The balance sheet should contain no special section for reserves. 
Each reserve should be identified a.« (a) a subdivision of retained in¬ 
come, (b) an asset or liability valuation account, or (c) a liability, and 
the position of the reserve in the balance sheet established accord- 
ingly.i 

Such terms as “net worth,” “surplus,” and “reserve” are still 
widely used in practice, although there is significant movement to¬ 
wards acceptance of the recommendations mentioned. Some of the 
traditional terms are used in the textual illustrations because they are 
so firmly embedded in practice; however, the authors feel that the rec¬ 
ommendations mentioned are worthy of full support and may ultimate¬ 
ly find acceptance in practice. It must be pointed out that in commun¬ 
icating the business story, movement towards more readily understood 
terminology is only one phase of the problem; this trend must be 
accompanied by educating the reader of the statement to the nature of 
accounting, the service that it can legitimately perform, the limitations 

^'*Acconnting Concepts arid Standards Underlying Corporate Financial Statements/* 
1948 Revision (Urbana: American Accounting Association), p. 7. 
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to which it is subject, and the kind of analysis and interpretation that 
is called for under these circumstances. 

THE SIMPLIFIED REPORT Along with the movement towards more 

descriptive terminology in accoxmting has 
come the attempt to improve the manner of presentation of financial 
data. A number of companies have developed simplified reports that 
attempt to offer basic financial data in a nontechnical and an explana¬ 
tory manner. Presentation may compare with standard form, it may 
take a narrative form, or in some cases it may take a graphic form. The 
development of original forms by different companies is movement 
away from an objective of the profession, which is to encourage funda¬ 
mental uniformity so that statements may be generally comparable. 
Further, there is a real question as to whether the simplified reports 
have received more enthusiastic response or have proved to be any 
more serviceable than reports prepared in the conventional manner. 

A variety of different balance sheet forms are found in practice. 
Several selected statements, including samples of simplified forms, are 
given in the Appendix of this textbook. These should be studied care¬ 
fully, for they offer suggestions as to the varied approaches that may 
be taken in the development of reports summarizing financial status. 


QUESTIONS 

1. “From a convenient mechanical device, privately applied to the meas¬ 
urement of the status and results of a business enterprise, it (accounting) 
has grown into an important medium for the public axpression of important 
facts about our vast and complex commercial and industrial society.” 

“In America the corporation is the dominant form of enterprise.” 

Are these two ideas related? Discuss. 

2. How would you distinguish between accounting “principles” and 
accounting “methods”? 

3. (a) What is meant by “the matching process”? (b) What is meant by 
the “cost principle”? 

4. Explain the two positions that have been taken in distinguishing 
items as current and noncurrent. Which position do you support? Why? 

5. (a) Give examples of expense prepayments that are properly reported 
as (1) current items and (2) noncurrent items. What factors govern in the 
determination of the appropriate classification? (b) Give examples of 
income prepayments properly reported as (1) current items and (2) non- 
current items. What factors govern here? 

6. Browne Liquidators, Inc. insists on reporting the cash surrender 
value of life insurance on company officials as a current asset in view of its 
immediate convertibility into cash. Do you support this argument?. 
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7. What major classifications may be applied to (a) assets, (b) liabilities, 
and (c) proprietorship items? Indicate the nature of the data that is 
reported within each classification. 

8. What two basic sequences may be employed in listing assets, liabili¬ 
ties, and proprietorship on the balance sheet? What factors govern in 
making a choice between the two? 

9. (a) Give an example of (1) an asset offset, (2) a liability offset, and 
(3) a proprietorship offset, (b) When is offset improperly applied? 

10. Give an example of (a) a contingent asset, (b) a contingent liability, 
and (c) a contingent proprietorship item. 

11. Indicate under what circumstances each of the following can be con¬ 
sidered noncurrent: (a) cash, (b) receivables, (c) marketable securities, 
(d) inventories. 

12. Distinguish between the following: (a) contingent liabilities and 
(estimated liabilities, (b) capital surplus and appraisal surplus, (c) appro¬ 
priated surplus and free surplus. 

13. (a) What objections are raised to the use of the terms (1) reserve, 
(2) net worth, and (3) surplus? (b) What suggestions have been made 
with respect to these terms in attempts to improve reporting? 

14. The Belle Corporation asks you to draw up a balance sheet reporting 
properties at their present market value to be used as a basis for borrowing 
cash from the bank, (a) Would you support the preparation of such a 
statement? (b) If you prepare such a statement, how would you obtain 
information as to present market values of current and noncurrent assets? 
(c) What special disclosures, if any, would you make on the statement? 


EXERCISES 

1. Identify the current assets and the current liabilities within the fol¬ 
lowing list of accounts. In the case of doubtful items, indicate what 
further information would be required. 


(a) Cash Sinking Fund for Payment 

of Bonds 

(b) Supplies Inventory 

fc) Receivables - U. S. Government 
Contracts 

(d) Accrued Interest on l.ong-Term 

Investments 

(e) Treasury Stock 

(f) Retained Earnings 


(g) Reserve for Unclaimed Checks'"^ 

(h) Allowance for Depreciation 

(d) Accrued Interest on Bonds Pay¬ 
able 

(j) Dividends Payable on Preferred 

Stock 

(k) Raw Materials Inventory i 

(l) Unearned Income 


2. State how each of the following items, which appear on the balance 
sheet of The Howard Company, should be classified: 


(a) Reserve for Patent Amortiza¬ 

tion 

(b) Reserve for Income Taxes 

(c) Reserve for Depletion 

(d) Reserve for Contingencies 

(e) Reserve for Doubtful Accounts 

(f) Reserve for Pension Payments 

(g) Marketable Securities 

(h) Premium on Sale of Stock 


(i'i Discount and Expense on Bonds 
Payable 

(j) Deferred Rental Income 

(k) Deficit from Operations 

(l) Advances to Salesmen 

(m) Customers’ accounts with credit 

balances 

(n) Creditors’ accounts with debit 

balances 
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(o) Cash representing miscellane¬ 

ous refundable deposits 

(p) Prepaid Rental Expense 

(q) Accrued Interest on Notes 

Receivable 

(r) Subscription Income Received 

in Advance 


(s) Treasury Stock 

(t) Factory Supplies 

(u) Tools 

tv) Postage Stamps 

(w) Loans to Officers 

(x) Leasehold Improvements 

(y) Patents 


3. Indicate how each of the following items should be classified on the 
balance sheet: 


(a) Expenditure for improvements on land leased for a ten-year period. 

(b) Cash surrender value of life insurance. 

(c) Obligation to insurance company for amount borrowed on insurance 
policy. 

(d) Sinking fund cash for retirement of bonds. 

(e) Bonds payable in six months out of sinking fund cash. 

(f) Prepaid rental expense for the next twelve months. 

(g) Note receivable collectible in 10 annual installments. 

(h) Customers’ notes arising from installment sales and due six months to 
one year and six months hence. 

(i) Cash deposited with suppliers on merchandise orders. 

(j) Cash deposited with broker on option to buy real estate. 

(k) Land held as future plant site. 

(l) Dividends in arrears on preferred stock. 

(m) Warehouse in process of construction. 

(n) Cash fund representing customers’ deposits on returnable containers. 

(o) Cash fund representing sales tax collections. 

(p) Cash fund set aside for new plant construction. 

(q) Bonuses payable to officers. 


4. From the following account balances, select the proprietorship items 
and list them as they should appear on the balance sheet: 


Capital stock issued, 
stated value $5, 10,000 


shares. 

$ 50,000 

Dividends payable. 

5,000 

Paid-in surplus. 

120,000 

Undistributed profits. 

45,000 

Bond sinking fund . 

40,000 

Premium on bonds payable 

10,000 

Goodwill. 

40,000 


Treasury stock, 1,000 

shares. $ 5,000 

Reserve for pension pay¬ 
ments. 10,000 

Revaluation surplus. 30,000 

Reserve for possible future 

contingencies. 20,000 

Reserve for federal income 

taxes. 7,500 




PROBLEMS 

Prepare a properly classified balance sheet for the Ralph Sales Co. 


from the information that follows as of June 30, 1953: 


“Accounts Payable. $40,500 

'Accounts Receivable. 48,500 

.Accrued Interest on Notes 

Receivable. 300 

*\Advances Received on Un¬ 
completed Contracts. . . . 6,000 


♦'Allowance for Depreciation 

of Buildings. $40,000 

yAllowance for Depreciation 
of Machinery and Equip¬ 
ment . 21,000 

'Allowance for Doubtful 

Notes and Accounts. 1,600 
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buildings.$100,000 

^^Cash in Banks. 18,500 

^ash on Hand. 500 

t'Common Stock, $10 par. . . 200,000 

dividends Receivable. 150 

^t]stimated Income Taxes 

Payable. 6,000 

tSFinished Goods Inventory. . 19,500 

Hloods in Process Inventory 30,000 

'investment in Subsidiary 

Company Stocks. 85,000 

Hnvostment in Undevel¬ 
oped Properties. 30,000 

tif.and. 50,000 

•^Machinery and Plquipment 65,000 

^1 iscellaneous Accrued 

Expenses. 2,100 

vM iscellaneous Prepaid Ex¬ 
penses. 1,600 

Miscellaneous Supplies In- 

. ventories. 2,600 

'Notes Payable (short term) 15,000 


^otes Payable 

(due in 1958). $20,000 

i^otes Receivable. 10,500 

4^atents. 15,000 

i'Preferred Stock, $10 par.. . 100,000 
^Premium on Common 

Stock Issued. 40,000 

*ftaw Materials Inventory. . 26,000 

Salaries and Wages Payable 1,500 
/Serial Bonds Payable (due 

March 31, 1954). 5,000 

tt^erial Bonds Payable (due 

in 1955 and thereafter) 90,000 
MiSurplus (debit balance).... 59,350 

'temporary Investments in 

Marketable Securities.. . . 15,600 

ATooIs . 6,000 

/-Unamortized Bond Dis¬ 
count and Expense. 5,200 

^Tnearned Interest on Notes 

Receivable. 400 

'“Withholding Taxes Payable 1,200 


1-2. PYom the following account balances for the (Jrayson Co. as of 
December 31, 1953, prepare a balance sheet with information properly 


classified: 

Accounts Payable. $36,500 

Accounts Receivable. 77,500 

Accrued Interest and 

Property Taxes. 2,750 

Accrued Salaries. 1,400 

Allowance for Bad Ac¬ 
counts. 3,000 

Allowance for Deprecia¬ 
tion of Buildings . 36,000 

Allowance for Deprecia¬ 
tion of Equipment. 12,000 

Bonds Payable. 100,000 

Buildings. 105,000 

Cash. 30,500 

Cash Dividends Payable. . 16,000 

Common Stock, Stated 

Value $25. 150,000 

Discount on Bonds Payable 5,400 

Dividends Receivable. 1,200 

Earned Surplus. 44,800 

Equipment. 42,000 

Estimated Income Taxes 
Payable. 6,200 


Goodwill. $25,000 

Interest Receivable . . 1,500 

Inventories. 142,000 

Land. 60,000 

Land Acquired for Future 

Building Site. 35,000 

Notes Payable. 15,950 

Notes Receivable. 30,000 

Paid-In Surplus. 115,000 

Preferred Stock, par $100.. . 120,000 
Preferred Stock Redemp¬ 
tion Fund. 40,000 

Prepaid Taxes, Insurance, 

and Interest. 2,600 

Supplies Inventory. 3,500 

Temporary Investments in 

Marketable Securities.... 24,000 

Trade-Marks. 10,000 

Treasury Stock, Common, 

1,000 shares. 25,000 

Unearned Interest on Notes 

Receivable. 600 


1-3. The following balance sheet is submitted to you for inspection and 
review. In the course of the review you find the data listed on the following 
page. Using the balance sheet and the information that follows, prepare 
a corrected balance sheet with items properly classified. 
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BALANCP] SHEET 
MANNING DISTRIBUTORS 
December 31, 1953 


Assets Liabilities and Proprietorship 

Cash ...... . $ 15,000 Arcruod expenses $ 1,000 

Accounts receivable 65,000 l^oans payable 20,000 

Inventories 80,000 Accounts payable 65,000 

IJnexpired insurance 3,500 Capital stock . 100,000 

Plant and equipment . 1 1 5,000 Surplus . . . _ ^2,500 

“y2'78,500 


(aj The possibility of bad debt losses on accounts receivable has not been 
considered. It is estimated that bad debt losses will total $1,800. 

(b) $15,000 representing the cost of a large-scale advertising campaign 
completed in 1953 has been added to the inventories, since 0 is believed that 
this campaign will benefit sales of 1954. It is also found that inventories in¬ 
clude merchandise of $6,500 received on December 31 that has not yet been 
recorded as a purchase. 

(c) Unexpired insurance consists of $550, the cost o^ fire insurance for 
1954, and $2,950, the cash surrender value on officers’ life insurance policies. 

(d) The books show that plant and equipmer^ has a cost of $200,000 with 
depreciation of $85,000 recognized in prior years. However, these balances 
include fully depreciated equipment of $15,000 that has been scrapped and is 
no longer on hand. 

(e) Accrued expenses of $1,000 represent accrued salaries of $3,500, less 
advances of $2,500 made to company officials. 

(f) Loans were made from the bank, the bank charging interest on the 
loans in advance. The interest was recorded as an expense. On December 
31, the prepaid interest on the loans relating to 1954 was $405. 

(g) Tax liabilities not shown are estimated to total $2,200. 

(h) Capital stock consists of 6,000 shares of ( preferred stock, par $10, 
and 8,000 shares of no-par common stock, stated value $5 per share. 

(i) The surplus balance reported on the balance sheet includes paid-in 
surplus on common stock of $85,000. 

1-4, Marsh and Phillips formed a partnership at the beginning of 1953. 
The partners invested cash of $25,000 and $15,000 respectively and agreed 
to share profits and losses in the ratio of original investments. During 
the year merchandise was acquired at a cost of $60,000, invoices of $6,500 
remaining unpaid on December 31. Sales for the year totaled $85,000, 
which was exactly double the cost of the merchandise sold; collections 
from customers were $73,500, and the balance of $11,500 is believed fully 
collectible. During the year, furniture and fixtures were acquired for cash at 
a cost of $8,500; depreciation of this asset for 1953 was calculated as $850. 

At the end of the year accrued expenses for taxes and salaries total 
$550. Prepaid expenses consisting of insurance and supplies inventories 
total $400. An income statement prepared for the year shows net income 
of $6,000 accruing to partners. Marsh and Phillips withdrew $4,000 and 
$1,500 respectively during the year. 

Insiructions: (1) Prepare a balance sheet for the partnership as of Decem¬ 
ber 31, 1953, in classified form and reporting capitals of the individual partners. 

(2) Prepare a summary of cash receipts and payments in support of the 
cash balance reported on the balance sheet. 
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1-5. The balance sheet that appears below was prepared by the book¬ 
keeper for Forbes and Carver, partners. A review of the books and records 
discloses the need for a revision of the statement. Using the balance sheet 
data and the information that follows, prepare a corrected balance sheet 
with items properly classified. 

BALANCE SHEET 
FORBES AND GARVER 
December SI, ISoS 

Assets Liabilities and Proprietorship 


Cash. 

$ 1,250 

Sundry liabilities. 

... $ 15,000 

Receivables. 

12,500 



Inventories. 

27,000 

Net worth. 

37,500 

Land and buildings. 

11,750 




$ 52,500 


$ 52,500 

(a) The possibility 

of bad debt 

losses is not recognized above. It is 


estimated that bad debts may total $600. 


(b) The inventories balance includes the following: 

(1) Merchandise of $6,000 acquired by the partnership on a con¬ 
signment basis: the receipt of the merchandise was never recorded 
as a purchase, since terms of the consignment provide that the 
merchandise is to be paid for only if sold; if unsold it can be re¬ 
turned. 

(2) Miscellaneous supplies inventories valued at $850. 

(c) The balance of land and buildings was determined as follows: 


Land. $ 8,500 

Buildings....H,000 

$22,500 

Deduct depreciation of buildings to Dec. 81, 1958. 250 


$22,250 

Deduct mortgage on property, $10,000 and accrued 

interest, $500 . ... . 10,500 

Partners’ equity in land and buildings. $11,750 

(d) Expense prepayments on the balance sheet date were: taxes, $25; 
insurance, $200. 

\e) The sundry liabilities total was developed as follows: 

Accounts payable. $14,400 

Less creditors’ accounts with debit balances result¬ 
ing from purchases returns and allowances. 150 


$14,250 
400 
350 

$15,000 

(f) Forbes and Garver had started business on March 1, 1953, agreeing 
to share profits and losses in the ratio of 3 : 2 respectively. Each partner had 
invested $15,000 on the date of organization. Garver had made cash with¬ 
drawals of $3,000 during 1953. 


Accrued salaries 
Accrued taxes. . 

















Chapter 2 

Accounting Statements 

The income and Surplus Statements 


NATURE OF THE The income statement, also variously called 

INCOME STATEMENT statement of profit and hss, the statement 

of earnings, and the statement of operations, summarizes revenues and 
expenses of the period and reports the profit or the loss resulting from 
the matching process. This statement thus explains the progress of 
the company and accounts for the changes in the net assets and in 
proprietorship resulting from profit and loss activities. 


The importance of the income measurement function of the income 
statement cannot be overemphasized. Reference is made to this state¬ 
ment in judging business progress for a period. Reference is also made 
to this statement in arriving at the value of the property owned by a 
business, for it is busine.ss earnings that validate asset values. Owners, 
both present and prospective, reach estimates of business worth 
through analyses of earnings and earning potentials. As earnings go 
up, a higher value is assigned to the source of such earnings; as earn¬ 
ings shrink, the value of the property shrinks accordingly. The income 
statement, then, assumes broad importance, not only as a report that 
is \xsed in the analysis of business success, but also as a complement to 
the balance sheet in the measurement of business worth. 


It has already been suggested that a business unit commences 
operations in the attempt to increase its net assets, that is, realize 
profits. Profit emerges from an excess of revenues over expenses. 
Generally, as a first step in this process, costs are incurred. The sale 
of goods and services means the acquisition of new assets (or reductions 
in liabilities) and the realization of revenue. This also calls for the rec¬ 
ognition of decreases in assets and increases in costs directly or in¬ 
directly related to the revenue recognized. These costs are the ex¬ 
penses attaching to revenue in the measurement of income. 

Viewed broadly, revenue has been defined by the American Ac¬ 
counting Association in its “Accounting Concepts” to include “... (a) 
the amount of assets received or liabilities liquidated in the sale of 
products or services of an enterprise, (b) the gain from sales or ex¬ 
changes of assets other than stock in trade, and (c) the gain from 

29 
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advantageous settlements of liabilities.''^ Revenue would not be 
considered to arise from investments, changes in the invested capital 
element, gifts, or the appreciation of assets prior to the realization of 
such increased values by sale. Expense, in turn, is defined as “... the 
cost of assets or portions thereof deducted from revenue in the measure¬ 
ment of income. These deductions arise through a current expenditure 
of cash, a total or partial expiration of asset cost, or the incurrence of a 
liability. Expense consists of operating costs —deductions that have a 
traceable association with the production of revenue, and losses— 
deductions that have no such association.”'-' Expense, then, as broadly 
conceived above, would include: (1) charges directly identified with 
revenue of the period, as cost of goods sold; (2) charges indirectly 
identified with revenue of the period, as interest, taxes, or rent; (3) 
charges which, although not associated with the production of current 
revenue, are not applicable to revenue of subsequent periods, as losses 
from fire or flood. Expense would not be considered to result from 
withdrawals of invested capital or from distributions of retained in¬ 
come under any circumstances. 


NATURE OF THE In making available the entire story of 

S^TEMENT*^^^* activities of the period, there should be an 

explanation for the change in proprietorship 
as reflected on beginning and endhig balance sheets. The income state¬ 
ment is the vehicle for the revenue and expense summary. The state¬ 
ment of changes in capital in the case of the sole proprietorship and 
the partnership, and the earned surplus statement in the case of the 
corporation serve as the proprietorship reconciliation device. In the 
case of the sole proprietorship or the partnership, statements account¬ 
ing for proprietorship changes consist of opening capital balances, the 
changes in such balances resulting from owners' investments and with- 
draw'als, the changes resulting from operations as summarized on the 
income statement, and any other changes in capital not reflected on the 
income statement and considered as affecting capital directly. In the 
case of the corporation, the earned surplus statement reports the open¬ 
ing earned surplus balance, the change in this balance resulting from 
operations as summarized on the income statement, the changes re¬ 
sulting from profit dist.ibutions, and any other changes in earned 
surplus not reflected on the income statement and considered as 
affecting proprietorship directly. 


Accounting Concepts and Standards Underlying Corporate Financial Statements/* 
1948 Revision (Urbana: American Accounting Association), p. 3. 

*Ibid , p. 4. 
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CONTENT OF THE The income statement normally consists 

INCOME STATEMENT ^ series of items or sections that develop 

the net income for the period. Such sections include (1) sales (or in¬ 
come from services), (2) cost of goods sold (or expenses of providing 
services), (3) operating expenses, (1) other income and expenses 
(financial management income and expenses), and (5) income taxes. 

(1) Sales. The income from sales reports the total sales to customers 
for the period. This total should not include additions that may have 
been made to billings for sales taxes that the business is required to 
collect on behalf of government. Such billing increase is properly 
recognized as a current liability. Returns and allowances are sub¬ 
tractions from gross sales. When the sales price is increased to cover the 
cost of freight to the customer and the customer is billed accordingly, 
freight charges paid by the company should be considered subtractions 
from sales in arriving at net sales revenue. 

(2) Cost of Goods Sold. When merchanflise is acquired from out¬ 
siders, the cost of goods relating to sales ot the period must be deter¬ 
mined. Cost of goods available for sale is first determined. This is 
the sum of the beginning inventory, purchases, and all other buying, 
freight in, and storage costs relating to acquisitions. Cost of goods sold 
is calculated by subtracting the amount of merchandise on hand at 
the end of the period from the amount determined as goods available 
for sale. When the goods are manufactured by the seller, the cost of 
goods manufactui'ed must first be calculated. Cost of goods manu¬ 
factured then takes the place of purchases in the .summary just de¬ 
scribed. 

The determination of cost of goods manufactured begins with the 
cost of goods in process at the beginning of the i)eriod. To this is added 
the cost of materials put into production, the cost of labor applied to 
material conversions, and all of the other costs for services and facilities 
utilized in production for the period, including such items as factory 
superintendence: indirect labor; depreciation and other expenses 
relating to factory buildings and equipment; factory supplies used; 
expenses for dies, jigs, and tools; patent amortization; and factory 
light, heat, and power. The total cost as thus obtained represents the 
cost of both completed work and uncompleted work still in produc¬ 
tion. The ending goods in process inventory, then, must be subtracted 
from this total in arriving at the cost of the product completed and 
made available for sale. 

(3) Operating Expenses. Operating expenses embrace (a) selling 
expenses and (b) general and administrative expenses, and are generally 
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reported in the two categories. Selling expenses include such items as 
salesmen's salaries and commissions and related payroll taxes, adver¬ 
tising and store displays, store supplies used, depreciation of store 
furniture and equipment, and all expenses relating to the delivery of 
goods. General and administrative expenses include officers’ and office 
salaries and related payroll taxes, office supplies used, depreciation of 
office furniture and fixtures, telephone, postage, business licenses and 
fees, legal and accounting services, contributions, and similar items. 
Expense items relating to the use of buildings, such as rent, deprecia¬ 
tion, taxes, insurance, light, heat, and power, should be allocated in 
some equitable manner to manufacturing costs and to selling and gener¬ 
al and administrative functions. In the case of the trading concern, 
charges relating to buildings are generally reported in full in the gen¬ 
eral and administrative category. 

(4) Other Income and Expenses. Other income and expenses include 
items identified with financial management and other miscellaneous 
current items not related to the central operations. Other income con¬ 
sists of such items as interest income, dividend income, and miscel¬ 
laneous income from rentals and fees. Cash discounts received on 
purchases are also generally treated as other income, although there is 
theoretical suppoi’t for treating such discounts as a reduction from the 
purchases balance to which they apply. Other expenses include interest 
expense and other miscellaneous expenses related to miscellaneous 
income items showm. Cash discounts allowed on sales are also normally 
included wdth other expenses, although such discounts might be 
properly regarded as a direct subtraction from sales. 

(5) Income Taxes. The government is a partner in the earnings of 
the business unit. The shai’e of income representing federal normal, 
surtax, and excess profits taxes as well as other income taxes is sum¬ 
marized and separately reported. 

THE CURRENT OPERA- There is general agreement that there should 
INCOME ^ clear distinction on the statements 
STATEMENT summarizing activities betw'een those charges 

and credits that are considered normal and recurring and those that 
are considered extraordinary, nonrecurring, and unpredictable. The 
latter consist of tw'o classes of items: (1) unusual gains and losses and 
(2) charges and credits arising from the recognition of errors made in 
reporting the income of prior periods. There has not been agreement, 
however, as to how such a distinction should be made. Should the 
extraordinary items be summarized on the surplus statement, the in¬ 
come statement being limited to a presentation of normally recurring 
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profit and loss items, or should the income statement summarize both 
ordinary and extraordinary items? Limitation of the income statement 
to normally recurring items, referred to as the current operatwg per¬ 
formance statement, is firmly supported by the American Institute of 
Accountants. The income statement that includes extraordinary 
items, commonly referred to as the all-inclusive statement, has found 
strong support with the American Accounting Association and the 
Securities and Exchange Commission. The latter approach is also 
referred to as the clean surplus theory in view of the clearance of all 
profit and loss data through the income statement. 

The Current Operating Performance Statement. The current opera¬ 
ting performance statement finds its support in the following argu¬ 
ments: 

(1) The income statement should show as clear-ly as possible what 
happened and what the company was able to earn under nonnal con¬ 
ditions of the year so that sound comparis ins may be made with 
similar summaries for prior years as well as with summaries of other 
companies for the current year. 

(2) Use of the all-inclusive statement may result in unsound 
judgment and misleading inferences as to the level of sustained earning 
power, since many users are unable satisfactorily to analyze the state¬ 
ment and eliminate those items that tend to distort results for their 
pui-poses. The reader, unfamiliar with the full story behind the items 
indicated, is less qualified than management and the accountants to 
determine what items serve to cause misleading inferences with res¬ 
pect to the “basic earning power” of the enterprise. 

The American Institute of Accountants has considered the prob¬ 
lems arising in the reporting of notmal and extraordinary items on the 
income and surplus statements in four bulletins: Nos. 8, 32, 35, and 41. 
In Bulletin No. 32, in 1947. the Institute defines “net income” and 
suggests standards for the determination of extraordinary items that 
are to be excluded from the net income summary as follows: 

... it IS the opinion of the committee that there should be a general 
presumption that all items of profit and loss recognized during the 
period are to be used in determining the figure reported as net income. 

The only possible exception to this presumption in any case would be 
with respect to items which in the aggregate are materially significant 
in relation to the company’s net income and are clearly not identifiable 
with or do not result from the usual or typical business operations of 
the period. Thus, only extraordinary items such as the following may 
be excluded from the determination of net income for the year, and 
they should be excluded when their inclusion would impair the signifi¬ 
cance of net income so that misleading inferences might be drawn 
therefrom: 
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(a) Material charges or credits (other than ordinary adjust¬ 
ments of a recurring nature) specifically related to operations of 
prior years, such as the elimination of unused reserves provided 
in prior years and adjustments of income taxes for prior years; 

(b) Material charges or credits resulting from unusual sales 
of assets not acquired for resale and not of the type in which the 
company generally deals; 

(c) Material losses of a type not usually insured against, such 
as those resulting from wars, riots, earthquakes and similar ca¬ 
lamities or catastrophes except where such losses are a recurrent 
hazard of the business; 

(d) The write-off of a material amount of intangibles, such as 
the complete elimination of goodwill or a trademark; 

(e) The write-off of material amounts of unamortized bond 
discount or premium and bond issue expenses at the time of the 
retirement or refunding of the debt before maturity.' 

While distinfjuishinff between net income and extraordinary items, 
the Institute at this time did not object to the inclusion of extra¬ 
ordinary items on the income statement so Ions as these were presented 
at the bottom of the statement following a determination of the net 
income figure. In Bulletin No. 35, however, released in 1948, the 
Institute took the stand that an intermediate net income figure and a 
final income amount on the statement led to misconceptions as to 
earnings for the period. Accordingly, it recommended that extraor¬ 
dinary items be entirely excluded from the income statement and be 
summarized on the surplus statement. In 1951, however, as a result 
of action by the Securities and Exchange Commission challenging this 
position, the Institute in Bulletin No. 41 modified its stand and ac¬ 
cepted once more the presentation of the extraordinary items listed 
above on the income statement following a determination of net in¬ 
come. 

The All-Inclusive Statement. Supporters of the all-inclusive state¬ 
ment argue as follows: 

(1) A statement purporting to show operating results for a period 
should offer the full story of activities so that annual statements since 
the start of the enterprise will offer the total income history for the 
life of the enterprise. Whether gain or loss is the product of one year 
or several years, it deserves appropriate recognition on the income 
statement as a means of evaluating business and management perfor¬ 
mance. The all-inclusive statement is simple to prepare, is not subject 
to variations in judgment as to treatment of special items, is easy to 
understand and less subject to misunderstandings, and can be accepted 


^Accouvtinq Research BuUeiin No. S2, “Income and Earned Surplus,** December, 1947 
(New York: American Institute of Accountants), p. 263. 
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with confidence as a full report of the administration of business prop¬ 
erties. With all of the operating data made available, a reader of the 
statement can use and adjust such data in a manner appropriate to 
the nature of his analysis. 

(2) The current operating performance statement carries with it 
a number of difficulties and dangers: 

(a) The reader of the statement untrained in accounting may be unaware of 
the fact that an income statement can be prepared in a manner incomplete 
as to activities of the period, and by fa ling to analyze surplus will not 
have a full appreciation of current activties as well as the long-run income 
or earning capacity of the enterprise. 

(b) Permitting the omission of extraordinary items opens the doors to possi¬ 
ble manipulation of current earnings by burying significant information 
in surplus. 

(c) Use of distortion as criteria for the omission of items means the adop¬ 
tion of standards for income normalizing lather than income measure¬ 
ment. 

(d) Differences in judgment will be found with respect to the treatment of 
borderline cases. 

(e) The establishment of net income in this form carries with it implications 
as to future earnings. Howe\ er, the past is only of limited help in fore¬ 
casting; furthermore, unusual events are a fiart of the history of the 
past and should be considered in estimating the future. 

Those supporting the all-inclusive statement would generally use 
the net income designation for the final effect of all of the items given 
recognition on the income statement. 

Combined Income and Earned Surplus Statement. The preparation of 
a combined income and surplus statement has been encouraged as a 
means of bringing the results of both cun-ent operating performance 
and extraordinary items to the attention of the reader in a single re¬ 
port, while still providing for the classification of the extraordinary 
items as earned surplus adjustments. Presentation of the two classes 
of items on the single report offers a current earnings picture plus an 
appreciation of the modifications of earnings on a long-term basis. 
The latter items serve to add emphasis to the character of the income 
report proper as a tentative installment in the long-term story of finan¬ 
cial progress. A disadvantage is found in the combined statement in 
that net income is reported within the body of the statement. In 
drawing up this statement, special care must be taken to provide clear 
and descriptive item and total designations. 


FORM OF THE Many variations in income statement form 

INCOME STATEMENT g^j.g found in practice. Data can be presented 
in account or report form. The account form reports expenses and losses 
on the left-hand side of the statement, revenues on the right-hand side, 
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and the income or the loss as a balancing figure. The data are presented 
in report form with various groupings of profit and loss data vertically 
arranged. An illustration of a statement prepared in report form is 
found on page 37. This statement summarizes extraordinary as well as 
normal activities and reports net income as the summary of the nor¬ 
mally recurring items in accordance with the American Institute view. 
The grouping of various items in the determination of the following 
profit measurements should be observed; 

Gross profit—the difference between sales and costs related to such sales. 

Net profit from operations the gross profit on sales less operating ex¬ 
penses. 

Net income before income taxes— the net gain on trading activities plus 
and minus financial management and other miscellaneous expense and 
income. 

Net income after income taxes---the net income less the income taxes. 

Increase in earned surplus—the net income after income taxes plus and 
minus extraordinary gains and losses. 

It should be observed that when a portion of the income tax lia¬ 
bility accrues as a result of the extraordinary items reported on the 
income statement, it would be appropriate to allocate the provision 
for income taxes between the section reporting net income and the 
section summarizing extraordinary items. The tax return data is 
necessary in developing an equitable allocation. For illustrative pur¬ 
poses in the text, such allocations are not made, the total tax provision 
being assigned to the regular activities of the business. 

There ai’e some who feel that the various profit figure designations 
prove a source of confusion to the user of the income statement. The 
need for such designations is avoided in the single-step form that is 
sometimes found in practice and is illustrated below: 

THOMAS, INC. 

Condensed Income Statement 
For Year Ended Decemuer 31, 1953 


Net sales. . $500,000 

Other income —interest and purchases discounts. 5,000 

Extraordinary gains, other increases—gains on sale of securities 

and overstatement of tax liability at the end of 1952 . . . 10,000 

$515,000 

Deduct: 

Cost of goods sold. $300,000 

Selling expenses . 60,000 

General and administrative expenses. 90,000 

Other expenses -interest and sales discounts. 10,000 

Extraordinary losses, other decreases—loss on sale of equip¬ 
ment and understatement of depreciation in prior years... 5,000 

Income taxes. 15,000 480,000 

Increase in earned surplus . $ 35,000 


Single-Step Income Statement 
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THOMAS, INC. 

Income Statement 
For Year Ended December 3"., 1953 


Income from sales: 


Gross sales. 

Less: Sales returns and allowances. 



$510,000 

10,000 

Net sales. . 

Cost of goods sold: 

Merchandise inventory, January 1, 1953 . 

Add: Merchandise purchases. 

Freight in. 

$300,000 

15,000 

$ 40,000 

$500,000 

Delivered cost of purchases. 

Less: Purchases returns and allowances . 

$315,000 

5,000 

3M),000 


Merchandise available for sale . 

Deduct: Merchandise inventory, December 31, 1953 


$350,000 

50,000 


Cost of goods sold. 



300,000 

Gross profit on sales. 

Operating expenses: 

Selling expenses: 

Sales salaries. 

Advertising. 

Depreciation of selling and delivery equipment 
Miscellaneous selling expense. 

1—‘ 

o o o o 
oooo 
o o o o 

$ 60,000 

$200,000 

General and administrative expenses: 

Officers and office salaries. 

Taxes, insurance, etc. 

Miscellaneous supplies used . 

Depreciation of office furniture and fixtures . . . 
Miscellaneous general expense . 

$ 45,000 
20,000 
5,000 
5,000 
15,000 

90,000 

150,000 

Net profit from operations . 

Other income and expenses: 

Other income: 

Purchases discounts. 

I nterest income. 

$ 4,000 
1,000 

$ 5,000 

$ 50,000 

Other expenses: 

Sales discounts . 

Interest expense.. ... 

$ 2,500 
7,500 

10,000 


Deduct excess of other expenses over other income 



5,000 

Net income before income taxes . 

Income taxes. . 



$ 45,000 
1.5,000 

Net income after income taxes. 

Add: Extraordinary gains, other increases: 

Gain on sale of securities. 

Overstatement of income tax liability at the end of 1952 

$ 4,000 
6,000 

$ 30,000 

10,000 

Deduct: Extraordinary losses, other decreases: 

Loss on sale of equipment. 

Understatement of depreciation of buildings in prior years 

$ 3,000 
2,000 

$ 40,000 

5,000 


Increase in earned surplus. $ 35,000 


Income Statement 
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Frequently the income statement prepared for stockholders simply 
reports totals for certain classes of items, such as cost of goods sold, 
selling expenses, general expenses, other income, other expenses, and 
other special items. This plan was followed in the single-step statement 
just given. Additional detail may be provided by means of supporting 
schedules. 

When goods are manufactured by the seller, the cost of goods 
manufactured must be determined before the cost of goods sold can be 
found. If this information is made available with the regular reports, 
it is generally displayed on a separate schedule supporting the income 
statement because it involves so much detail. Assuming that the goods 
available for sale were obtained by manufacture rather than by pur¬ 
chase as in the example on page 37, a manufacturing schedule may 
appear as shown below. The cost of goods sold section of the income 
statement would then appear as illustrated on the opposite page. 

THOMAS, INC. 

Manufacturing Schedule 
T o Accompany Income Statement 
For Ye\r Ended December 31, 1953 


Goods in process inventory, January 1, 1953 ... $ 25,000 

Raw materials: 

Inventory, January 1, 1953 . $ 30,000 

Purchases $105,000 

Freight in 10,000 


Delivered cost of raw materials $115,000 

Less: Returns and allowances 5,000 110,000 

Total cost of raw materials available for use $140,000 

Less. Inventory, December 31, 1953 40,000 

Cost of raw materials consumed 100,000 

Direct labor 140,000 

Manufacturing expenses: 

Indirect labor $ 20,000 

Factory superintendence 14,500 

Depreciation of factory buildings, machinery and equipment 12,000 
Light, heat and power . 10,000 

Factory supplies used . 8,500 

Miscellaneous factory expense .... 15,000 

Total manufacturing expenses . 80,000 


Total goods in process during 1953 . $345,000 

Deduct: Goods in process inventory, December 31, 1953 35,000 

Cost of goods manufactured . . . $310,000 


Manufacturing Schedule 
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Cost of goods sold: 

Finished goods inventory, January 1, 1953 . $ 40,000 

Add: Cost of goods manufactured per manufacturing 

schedule. . 310,000 

Merchandise available for sale. $350,000 

Deduct: Finished goods inventory, December 31, 1953. 50,000 

Cost of goods sold. $300,000 


Cost of Goods Sold Section of Income Statement for a Manufacturing Business 


If desired, simply the cost of goods sold total could be reported on 
the income statement. A supporting cost of goods sold schedule would 
summarize the cost of goods manufactured as well as the change in 
finished goods inventories. 

FORM OF THE EARNED When the income statement reports extra- 
SURPLUS STATEMENT ordinary items, including corrections in 
profits of prior periods, the earned surplus statement may consist 
merely of beginning and ending surplus balances reconciled by the 
increase in earned surplus as reported by the income statement and 
decreased by the dividends declared for the period. Such a statement 
is shown below: 


THOMAS, INC. 

Earned Surplus Statement 
For Ye\r Ended December 31, 1953 


Earned surplus, January 1,1953 .. . . $140,000 

Add: Earned surplus increase per income statement. 35,000 

$175,000 

Deduct: Dividends declared during year. 20,000 

Earned surplus, December 31,1953 . $155,000 


Earned Surplus Statement 

When the income statement is limited to normally recurring items, 
the earned surplus statement summarizes extraordinary items. The 
order of presentation of net income, extraordinary gains and losses, 
corrections in profits of prior periods, and dividend charges on the 
earned surplus statement varies. In the form that follows, earned sur¬ 
plus for the beginning of the period is first corrected for past errors. 
Other increases and decreases follow. 
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THOMAS, INC. 

Earned Surplus Statement 
For Year Ended December 31, 1953 


Balance of earned surplus, January 1, 1953. $140,000 

Corrections in earned surplus applicable to previous periods: 

Additions: Overstatement of income tax liability at the end 

of 1952. $ 6,000 

Deductions: Understatement of depreciation of buildings in 

prior years . 2,000 4,000 


Corrected balance of earned surplus at beginning of year. $144,000 

Add: Net income after income taxes as reported by income 

statement. $ 30,000 

Extraordinary gains—gain on sale of securities. 4,000 34,000 


$178,000 

Deduct: Dividends declared. $ 20,000 

Extraordinary losses—loss on sale of equipment. 3,000 23,000 


Balance of earned surplus, December 31, 1953. $155,000 


Earned Surplus Statement Summarizing Extraordinary Items 


FORM OF THE COMBINED A combined income and earned surplus 

statement may be prepai'ed in various forms. 
For example, it would be possible to present 
net income data followed by the extraordinary items, thus summa¬ 
rizing the earned surplus change from the two sources. This total would 
be increased by the beginning earned surplus balance, and total sur¬ 
plus would then be reduced by the dividends declared in arriving at the 
earned surplus balance at the end of the period. 

The combined statement could also be prepared in a form as follows: 


THOMAS, INC. 

Income and Earned Surplus Statement 
For Year Ended December 31, 1953 

Income from sales: 


JJetlncome"after income 

Add earned surplus, January 1, 1953. 140,000 


Add: Extraordinary gains, other increases: 

Gain on sale of securities. $ 4,000 

Overstatement of income tax liability at the end of 1952.... 6,000 10,000 


Deduct: Extraordinary losses, other decreases; 

Loss on sale of equipment . .. $ 3,000 

Understatement of depreciation of buildings in prior years_ 2,000 5,000 


$175,000 

Deduct dividends declared. . 20,000 


Earned surplus, December 31, 1953 . $155,000 


Combined Income and Earned Surplus Statement 
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The foregoing discussion has been limited re¬ 
porting the changes in earned surplus. Separate are pre¬ 

pared to reconcile paid-in and revaluation surplus balances when 
changes in such balances take place during the fiscal period. 


THE SIMPLIFIED Some companies depart from the conven- 

INCOME STATEMENT tional forms of the income statement in the 
attempt to display profit and loss data in simplified or more popular 
and readable form. Data a»’e frequently pre.sented in narrative or 
graphic form to help the reader grasp significant relationships. A 
variety of different forms for the income statement and surplus sum¬ 
maries, including samples of popular reporting, are included in the 
Appendix of this textbook. 


CERTAIN BASIC The measurement process and the nature 

^.nd form of the statements giving expression 

RE^^EN I PR^JCESS m , « « *i i * j_i 

to this process have been dc'scnbed in the 
past pages. There are several general assumptions and practices that 
are considered basic to accounting. These are considered in the fol¬ 
lowing paragraphs. 

OBJECTIVE, Accounting seeks to present its findings on a 

VERIFIABLE EVIDENCE foundation of facts determined objectivelj' 

and subject to verification. Cash receipts and disbui-sements can be 
adequately supported by vouchers, and cash on hand is determined 
by count; full support and verification for this element and its changes 
are available. Findings here can be fully objective. Purchases of goods 
and services as well as sales are also generally well supported by evi¬ 
dence and subject to verification. There are a number of areas in 
accounting, however, where one must develop conclusions based in 
certain measure upon judgment, estimate, and subjective factors. 
The recognition of depreciation is an example of the latter. But the 
degree of estimate can be minimized by the attempt to secure and de¬ 
velop evidence that will lend objective support to conclusions. Objec¬ 
tive determinations to the fullest extent possible are encouraged as a 
means of closing the doors to possible error, bias, or even intentional 
fraud, thus achieving an accounting deserving of complete confidence. 


THE GOING CONCERN The measurement process is assumed to 
ASSUMPTION apply to a going concern. When the future 

is unpredictable, one can only assume a continuity of existence and a 
business environment to follow that is similar to^Aak-in which the 
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enterprise finds itself currently. The concept of continuity is support 
for the preparation of a balance sheet that reports costs that are 
assignable to future activities rather than realizable values that would 
attach to properties in the event of liquidation. The concept of con¬ 
tinuity calls for the preparation of an income statement that reports 
only such portions of costs as are allocable to current activities. Ob¬ 
viously, the assumption of a going concern may be invalidated by 
future experience. Statements, then, should be regarded as of a pro¬ 
visional nature, with support for their conclusions still to be found in 
the events of the future. 

In applying the assumption of continuity, the intent of manage¬ 
ment frequently requires recognition in problems of valuation and pres¬ 
entation. For example, if it is the policy of management to trade in 
automotive equipment at three-year intervals even though such equip¬ 
ment might have a materially longer life, the intent of management 
would govern the allocation of cost. Or if management has taken 
steps to replace currently maturing bonds with a new issue, the matur¬ 
ing bonds would continue to be reported on the balance sheet as a 
noncurrent obligation since they would make no claim on current 
assets. The balance sheet should reveal, however, the evidence in 
support of the noncurrent clas.sification. 

THE CONSERVATIVE Accountants have generally felt that they 
APPROACH pjjjj serve business best by the adoption of a 

conservative approach to the measurement of progress and position. 
The doctrine of conservatism is illustrated in the application of prac¬ 
tices such as the following: increases in the values of assets and antic¬ 
ipated gains are normally ignored until realized by means of sale; 
declines in asset values and anticipated losses, however, normally 
receive full recognition. Marketable securities, for example, are 
normally valued at cost or market, whichever is lower. A market 
value in excess of cost is ignored or shown only parenthetically, recogni¬ 
tion of the gain awaiting realization through sale. A decrease in market, 
however, although not yet suffered through sale, is currently recognized 
in providing conservative income statement and balance sheet meas¬ 
urements. Again, certain expenditures are charged in full against 
current revenue despite the probability of future benefits. For example, 
a large-scale advertising campaign may contribute to future sales; 
however, in view of the indeterminate character of the contribution, 
conservatism would suggest no deferral of the expenditure but rather 
the recognition of the entire amount as expense. 

It is agreed that a healthy conservatism as applied to the recogni- 



CS. 2] 


THE INCOME AND SURPLUS STATEMENTS 


43 


tion of income is fully laudable. However, the deliberate and arbitrary 
understatement of asset values or overstatement of liabilities simply 
to achieve a conservative balance sheet is hardly the appropriate 
application of this concept. There are instances where inventories 
have been deliberately understated; plant, intangibles, and deferred 
charges have been reported at nominal amounts; and reserves for 
possible losses and future contingencies have been established and 
reported among the liabilities as a means of arriving at conservative 
appraisals of business worth or business debt-paying ability. Con¬ 
servatism expressed in this manner results in accounting statements 
that no longer serve to reflect a revenue-cost matching process. The 
understatement of inventories in the interests of a conservative cur- 
I'ent position carries with it an understatement of current income; the 
current understatement of inventories further results in the under¬ 
statement of cost of goods sold and the overstatement of net income 
in the next period. The arbitrary reduction of plant items in the in¬ 
terest of a conservative asset position results in the understatement 
of depreciation charges in future periods and the overstatement of 
net incomes; balance sheet conservatism here has been accompanied 
by a contrary effect on the income statements. The recognition of 
fictitious liabilities to achieve a conservative capital results in the 
misrepresentation of financial condition until such balances are can¬ 
celed; further, if payment of future expenses is applied against such 
liability balances, incomes of these periods are overstated. Departures 
from sound measurement procedures to achieve balance sheet con¬ 
servatism serve to distort net income as well as net asset and pro¬ 
prietorship measurements. 

The concept of balance sheet conservatism carries over from an 
earlier day when the accounting process was considered to be concerned 
largely with the development and preparation of a statement of finan¬ 
cial condition for creditors and owners. The income statement occupied 
a supporting role by linking successive balance sheets, income measure¬ 
ment being determined by the values assigned to assets. But with a 
growing recognition of the importance of earnings both as a progress 
and a value indicator, the income statement has now become the center 
of attention. With emphasis upon accuracy in earnings measurement, 
there has come a regard for the balance sheet as “the connecting link 
between successive income statements and as the vehicle for the dis¬ 
tribution of charges and credits between them.’’^ Conservatism is now 

'Accounting Research Bulletin No. 1, “General Introduction and Rules Formerly 
Adopted,” September, 1939 (New York: American Institute of Accountants), p. 2. 



44 


INTERMEDIATE ACCOUNTING 


|Ch 2 


accepted as a moderating and refining influence to be applied to the 
matching process as a whole. 

CONSISTENCY In view of such variations as the different 

methods for cost allocation in arriving at 
depreciation, the different approaches to the pricing of inventories in 
arriving at cost of goods sold, and the different forms and classifica¬ 
tions for the presentation of operating and financial data, methods that 
are adopted should be consistently employed if there is to be continuity 
and comparability in the accounting presentations. In analyzing state¬ 
ments one is constantly making conclusions with respect to trends 
within the enterprise. Such conclusions are distorted, for example, if 
straight-line depreciation is applied against one year’s revenue and out¬ 
put depreciation against revenue of the next year, or if marketable 
securities are reported under long-term investments in one year and 
under the current heading in the next. 

This is not to suggest that changes in methods are not to be made. 
A continuing analysis of the business activities as well as changing 
conditions may suggest changes in accounting methods and presenta¬ 
tions that will lead to more informative statements. Such changes 
should be incorporated in the accounting system and statements. But 
the statements should be accompanied by a summary of the changes 
and their effects, where material, so that one can properly interpret 
current data and relate it to statements of the past. When comparative 
statements are presented, it would normally be desirable either (1) to 
restate the statement for the period prior to the change in terms of 
current reporting so that statements are fully comparable, or (2) to 
offer the statements in noncomparable form but with a supporting 
summary indicating the comparable results that w'ould have been 
obtained if either the old practice or the new had been used con¬ 
sistently. 

FULL DISCLOSURE One finds constant reference in accounting 

literature to the concept of full disclosure. It 
has already been suggested that a great many groups rely on account¬ 
ing statements as their only source of information concerning the finan¬ 
cial progi'ess of an enterprise. The accountant, aware of the needs of 
these groups, can meet his responsibility to them only by making 
known all of those facts that arc r equired in reaching informed opinions. 
These facts are not limited to matters of the past and the present, but, 
under certain circumstances, include matters relating to the future, 
either anticipated or actually accomplished. It should be emphasized 
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that full disclosure calls not only for adequate disclosure of all financial 
facts but also for the presentation of such facts in a manner that will 
lead to their proper interpretation. Further, the facts calling for dis¬ 
closure should be those of a material nature, not simply more detail. 
Excessive detail, descriptions, and qualifications may only serve to 
obscure certain significant facts and relationships and thus act as an 
impairment to the appreciation of the full story. Obviously, the goal 
of full disclosure will continue to be a product of accounting convention 
and individual judgment on the part of the accountant. 

It may be possible to provide all significant financial information 
within the body of the accounting statements through the use of 
descriptive account titles and supporting data developed in parenthet¬ 
ical form. Frequently, however, certain matters can better be handled 
by means of (1) statement footnotes, (2) special notes to accompany 
the statements, or (3) inclusion in the auditoi‘'s report accompanying 
the statements. Whenever the data are not ir'-luded on the face of the 
statements, the statements should make refei-ence to such supporting 
material as representing an integral part of current reporting. 

Matters that should be recognized and developed in some appi’o- 
priate manner in telling the full financial story include the following: 

(1) Methods of arriving at cost and valuation bases for marketable securities 
and inventories. 

(2) Methods of valuation for noncurrent assets, including particulars for any 
departures from the normal cost and cost allocation procedures. 

(3) Material differences between costs reported on the statements and cur¬ 
rent market values. 

(4) Hypothecation, pledge, or mortgage of any asset. 

(5) Maturity dates for noncurrent receivables. 

(6) Legal aspects of property reported on the statements but not owned. 

(7) Long-term leases, including particulars with respect to period covered, 
annual rental schedule, and other significant terms involved in the contracts. 

(8) Purchase commitments outstanding involving material amounts and 
significant market price fluctuation. 

(9) Policies and procedures employed in consolidating subsidiary companies. 

(10) Particulars as to long-term debt, including amounts authorized and out¬ 
standing, maturity date or dates for installment obligations, interest rates, 
assets securing debt, sinking fund or other requirements, defaults on scheduled 
sinking fund contributions or principal and interest payments, etc. 

(11) Basis for estimating income tax liabilities, including reference to tax 
audits, tax settlements, and taxable years under review by taxing authorities. 

(12) Particulars concerning provisions for officer and employee bonus and 
separation plans. 

(13) Contingent claims, with full analysis of the nature of contingencies, 
sums of money involved, etc. 

(14) Particulars as to classes of stock issued including par or no-par features; 
amounts authorized, reacquired, and outstanding; dividend preferences, 
redemption and liquidation values on senior issues; dividends in arrears on 
cumulative stock; conversion features; stock purchase options outstanding; etc. 
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(15) Particulars as to special limitations on the use of surplus as a basis for 
dividends, including references to legal requirements, contractual agreements 
with creditor groups, etc. 

(16) Methods of income measurement where income is recognized at some 
time other than at time of sale and on a basis other than the conventional 
accrual basis. 

(17) Major accounting policies with respect to depreciation, depletion, and 
amortization procedures. 

(18) Departures from consistency in methods of valuation and presentation, 
including the effects of such changes in the development of comparative 
statement values. 

(19) Departures from '^generally accepted accounting principles’’ in the 
development of the financial summaries. 

(20) Contemplated future actions of material significance where supporting 
evidence is adequate to assume such projects will be consummated, including 
proposed expansion, financing, reorganization, and liquidation. 

(21) Occurrences between the end of the previous period and the date of com¬ 
pletion of statements that have a material effect upon the company and are of 
significance in projecting the financial facts disclosed by the statements into 
the future. Post-statement disclosures frequently include such items as: 

(a) Financing operations, including funded debt increase or retirement. 

(b) Changes in the capital structure, including stock issuance, retirement, 
or conversion. 

(c) Major property acquisitions or sales. 

(d) Union negotiations and settlements. 

(e) Legal suits filed, appealed, or settled. 

(f) Death, resignation, and appointment of officers and directors. 

(g) Sales, orders, earnings statistics and trends. 

(h) Action taken by the board of directors on major policy. 

(i) Involuntary conversion of property items. 


ASSUMPTION OF A 
STABLE MONETARY 
UNIT 


Contempoi’ary ax'countinR practice calls for 
the })reparation of statements that reflect 
the dollars originally identified with the 


transactions. Fluctuations in the value of money and differences in 


purchasing power are ignored; the dollar is assumed to represent a 


stable unit of value, an accoi)tal)lc yardstick. 


With significant price level changes in recent years, accounting 
measurements are being challenged. It is charged that the balance 
sheet involves assemblies of dollars of different values and that match¬ 
ing of dollars of different purchasing power on the income statement 
fails to provide a satisfactory measiu’ement of income. 


Suggestions have been made by responsible groups who use the 
product of accounting as well as by accounting authorities that, in 
view of marked changes in the price level, accountants must now 
assume a new major responsibility, that of making available state¬ 
ments reflecting dollars adjusted for purchasing power.' Such “com- 


’Supplementary Statement No. 2, 'Trice Level Changes and Financial Statements ” 
1951 (Urbana: American Accounting Association). 
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mon dollar” statements would offer significant data relating to eco¬ 
nomic position and progi’ess. They would attempt to report the story 
behind the dollars. Proponents of common dollar statements fully 
recognize that the definition of the methods and the procedures for the 
development of such common dollar statements requires considerable 
study. They are also fully aware that the conventional accounting 
statements reflecting historical dollar reporting are so firmly embedded 
in law, business relationships, and general understanding that these 
will continue to represent the basic reports and that common dollar 
reports will assume a position as interpretive supplements. 

There is little question as to the usefulness of supplementary 
statements that will make clear the effect of changing dollar values 
upon financial position and operating results. It should be observed 
that some progress has been made in this direction. M odern corporate 
reporting frequently includes supplementary comments and explana¬ 
tions pointing out in varying manner and degree the nature and limita¬ 
tions of conventional reporting together with the modifications that 
apply to these data in considering the effects of price changes. 

STATEMENT The framework for modern reporting has 

LIMITATIONS suggested in the fii’st two chapters. An 

appreciation of what accounting seeks to do also affords an under¬ 
standing of certain difficulties and limitations identified with this 
process. In reading accounting statements, one must be aware of the 
judgment, opinion, and estimate involved in the measui’ements. One 
must be familiar with the nature of the values presented and with the 
need for othei’ appi’oaches to value in using reports for certain special¬ 
ized purposes. The need for comparative statements in evaluating 
progress and trend should be recognized. One needs to be aware of the 
shortcomings and the distortions of a varying standaid of measure¬ 
ment ' the dollar. Finally, one must I’ecognize that statements fail to 
give the full story. Certain very I’eal assets never appear on the balance 
sheet capable management, the demand foi’ a company’s services and 
products, good management-employee relationships, and other valuable 
intangibles built up through years of operations. Furthermore, one 
must look beyond the statements for certain matters explaining opera¬ 
tions and affecting the financial position both present and future—the 
business cycle, war or peace, governmental tax policies, governmental 
regulatory policies, changes in styles, demands, etc. An appraisal of 
business position and progress can be obtained only through the in¬ 
telligent use of basic reports honestly and independently prepared and 
a full appreciation of the business environment. 
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QUESTIONS 

1. ‘There has been a shift from the balance sheet to the income state¬ 
ment as the statement of primary accounting importance/' What reasons 
can you see for the change in emphasis? 

2. It has been suggested that the balance sheet is subject to certain 
“major limitations." It has also been said that the balance sheet has be¬ 
come “a statement of non-homogeneous residuals." (a) Give arguments 
in favor of each of these contentions, (b) In view of these arguments 
would you suggest that the importance of the balance sheet be discounted 
in modern accounting? 

3. How would you define (a) revenue, (b) cost, (c) expense? 

4. Describe the nature of each of the following: (a) cost of goods manu¬ 
factured, (b) cost of goods sold, (c) operating expenses, (d) financial 
management expense, (e) extraordinary losses. 

5. How would you distinguish between ordinary items and extraordinary 
items in profit and loss analysis? 

6. What are the arguments for and against use of: (a) the current 
operating performance income statement? (b) the all-inclusive operating 
statement? 

7. (a) What two opinions are held with respect to net income determi¬ 
nation? (b) What classes of items would be excluded in the measurement 
of net income if American Institute of Accountants recommendations are 
followed? 

8. What are the advantages and the disadvantages that are found in the 
use of the combined income and earned surplus statement? 

9. What are the reasons for seeking objective, verifiable evidence in 
support of the data to be presented on accounting statements? 

10. Describe or define each of the following: (a) clean surplus theory, 

(b) single-step statement, (c) material items. 

11. How does the assumption of a going concern affect (a) the balance 
sheet and (b) the income statement? 

12. Distinguish between the proper application of accounting conserva¬ 
tism and the improper application of this concept. Give reasons in support 
of your conclusions. 

13. (a) What is meant by accounting consistency? (b) Are changes in 
method ever permissible? (c) How would you develop and present 
comparative data where changes in accounting methods had been effected? 

14. (a) What is meant by the concept of full disclosure? (b) Accounting 
reports have been criticized as affording insufficient disclosure and as 
offering too much detail. Are these contentions contradictory? Evaluate. 

15. (a) Give five significant items relating to past or current financial 
matters that might be reported in footnotes or special notes accompany¬ 
ing the statements, (b) Give five significant items relating to prospective 
financial matters that might be reported in footnotes or special note form. 

(c) Give five significant post-statement occurrences that might be reported 
in footnotes or special note form. 

16. (a) What is meant by common dollar reports? (b) What advantages 
are claimed for such reporting? (c) Is such reporting expected to replace 
conventional procedures? 
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EXERCISES 

1. Complete the following tabulation by giving the missing amount 
wherever the letter ‘‘x’’ appears: 


Capital at Investments Withdrawals Capital at 



Beginning of 

BY Proprie- by Proprie- End of 

Net 

Net 


Period 

TOR 

TOR 

Period 

Income 

Loss 

(a) 

$15,000 

$2,000 

$ 500 

$20,000 

$ X 

$ 

(b) 

16,000 


3,000 

13,500 

X 


(c) 

20,000 

6,000 

2,000 

18,000 


X 

(d) 

10,000 


2,500 

X 

5,000 


(e) 

15,000 

X 

1,000 

22,000 

4,500 


(f) 

22,000 

3,000 

X 

21,000 


2,500 

(g) 

X 

4,000 

5,500 

27,000 


2,000 

2. 

Complete the following tabulation 

by giving the 

missing amount 

wherever the letter 

‘"x” appears: 






Begin¬ 

Ending 

Cost of 





ning In- 

Pur- Inven- 

Goods 

Gross 

Net 

Net 


Sales ventory chases tory 

Sold 

Profit Expenses Income 

Loss 

(a) 

$13,000 $6,000 $10,000 $ x 

$9,000 

$ X $4,000 

• $ X 

$ 

(b) 

X 8,000 

10,000 6,000 

X 

8,000 X 


1,000 

(c) 

14,000 K 

6,000 7,000 

X 

6,000 \ 

2,000 


( d ) 

20,000 8,000 

X 10,000 

X 

V 5,000 

1 3,000 



3. List each of the following items as an asset, expense, or extraordinary 
charge: 

(a) Loss on sale of marketable securities. 

(b) Loss on sale of securities by security dealer. 

(c) Write-off of goodwill and patents in the interest of conservatism. 

(d) Excess profits tax for current year. 

(e) Payments representing organization costs incurred. 

(f) Costs of rehabilitating plant just purchased. 

(g) Cost of grading land for construction. 

(h) Additional federal tax assessment for prior years. ' 

(i) Landscaping costs upon completion of new building. 

(j) Charges on suits arising from breach of contract. 

(k) Purchase and retirement of bonds outstanding at an amount in excess 
of their book value. 

(l) Contributions to Community Chest. 

(m) Loss from flood. 

4. Give the section of the income statement in which each of the follow¬ 
ing items is reported: 

(a) Gain on sale of land. 

(b) Purchases discounts earned. 

(c) Loss from bad debts. 

(d) Loss from securities written off as worthless. 

(e) Loss from a strike. 

(f) Income tax refund. 

(g) Loss from inventory price decline. 

(h) Depletion. 

(i) Sales discounts. 

(j) Dividends received on long-term investments. 

(k) Income taxes for current period. 

(l) Charge for understatement of depreciation in prior periods. 
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5. Indicate which of the following items involves the realization of 
income: 

(a) Land acquired in 1940 at $15,000 is now conservatively appraised at 
$40,000. 

(b) Capital stock acquired at $40 per share now has a market value of $52. 

(c) Timberlands show a growth in timber valued at $40,000 for the year. 

(d) An addition to a building was self-constructed at a cost of $3,600 after 
two offers from private contractors for the work at $4,650 and $5,000. 

(e) Certain valuable franchise rights were received from a city for pay¬ 
ment of annual licensing fees. 

(f) A customer owing $4,600, which was delinquent for one year, gave 
securities valued at $5,000 in settlement of his obligation. 

(g) Merchandise, cost $1,000, is sold for $1,600 with a 50^}! down payment 
on a conditional sales contract, title to the merchandise being retained 
by the seller until the full contract price is collected. 

(h) Cash is received on the sale of gift certificates redeemable in merchan¬ 
dise in the following period. 


6. The following accounts, among others, are maintained by The Erman 
Company. Name the financial statement or schedule and the section in 
which each account listed below will appear. 


Accrued Interest on Notes Payable 

Accrued Interest on Notes Receivable 

Allowance for Doubtful Accounts 

Bond Sinking Fund 

Bonds Payable 

Cash Dividends Payable 

Cash Overdraft 

Cash Surrender Value of Life In¬ 
surance on Company Officers 
Claims on U. S. for Income Tax Re¬ 
funds 

Deferred Interest Expense 
Deferred Interest Income 
Deposits by Customers on Goods in 
Process of Manufacture 
Direct Labor 

Dividends in Arrears on Preferred 
Stock 

Earned Surplus 

Estimated Income Taxes Payable 
Finished Goods Inventory i^ending) 
Fund for Pension Payments 
Gain on Sale of Securities 
Goods in Process Inventory (begin¬ 
ning) 

Goodwill 
Interest Expense 


Investment in Branch Office 
Investment in Plant Not Being Used 
Investment in Stock of Subsidiary 
Company 

Leasehold Improvements 
Loans to Officers 
Loss from Bad Debts 
IjOss from Fire 

Miscellaneous Factory Expense 
Notes Receivable 
Office Supplies 
Patents 

Petty Cash Fund 
Plant and Equipment 
Premium on Capital Stock Issued 
Prepaid Rental Expense 
Prepaid Taxes 
Purchases Discount 
Raw Materials Purchases 
Reserve for Income Taxes 
Reserve for Pension Payments 
Sales Discount 
Shipping Supplies 
Tools 

Treasury Stock 
Unearned Rental Income 
Unissued Stock 
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7. Mason Manufacturers reports a single figure on the income statement 
for cost of goods sold. The detail in support of this balance is shown on a 
separate cost of goods sold schedule. Prepare this schedule from the in¬ 
formation that follows: 


January 1 December 31 

Raw materials inventory. $50,000 $ 65,000 

Goods in process inventory. 35,000 35,000 

Finished goods inventory. 40,000 60,000 

Raw materials purchases. 110,000 

Direct labor. 90,000 

Manufacturing expenses. 65,000 

8. The information that appears below is to be reflected on the surplus 
statements of Bailey and Borden, Inc. Prepare earned surplus and paid-in 
surplus statements. 


Earned surplus balance, January 1, 1953. $46,500 

Paid-in surplus balance, January 1, 1953. 94,000 

Net income for 1953. 26,500 

Call premium paid on retirement of bonds before maturity 
(bondholders were paid $102,000 in paying off bonded debt 

of $100,000). 2,000 

Gain on sale of treasury stock. 15,000 

Dividends paid on capital stock outstanding. 25,000 

Extraordinary loss suffered through fire. 21,600 

Premium received on issue of additional stock. 6,500 

Refund of federal income taxes paid for prior years. I,o50 

Loss on write-off of abandoned building no longer usable. 14,000 

Gift of unimproved land from municipal authority. 50,000 


9. B and B, Inc. shows an earned surplus balance on January 1, 1953, of 
$160,000. For 1953, the net income before income taxes was $40,000, and 
income taxes were $15,000. Dividends of $16,000 were declared during 
the year. The following extraordinary gains and losses were also recognized 
during the year: 


Gain on sale of long-term investments. $14,000 

Refund of tax payments by federal government. 6,000 

Overstatement in depreciation charges of prior years. 10,000 

Fire loss. 11,000 

Loss on trade-in of machinery and equipment. 4,500 

Understatement of accrued expenses at end of 1952. 2,000 


Assuming that the income statement shows extraordinary items, com¬ 
plete the lower section of this statement, beginning with the item ‘‘Net 
Income before Income Taxes,"' and prepare an accompanying statement 
of earned surplus. 


10 . Using the data in Exercise 9, prepare a surplus statement for B and B, 
Inc., assuming that extraordinary items are reported on this statement, 
only normal operations being reported on the income statement. 
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PROBLEMS 


2-1. The following balances are taken from the books of the Purcell 
Company on December 31, 1953: 

Corrections in Profits of Income Tax Refunds for 


Prior Years: Understate- 


Prior Years. 

. $30,000 

ment of Depreciation... 

$ 56,000 

Interest Expense. 

2,150 

Cost of Goods Sold. 

275,000 

Interest Income. 

3,000 

Dividend Income. 

1,250 

Purchases Discounts... . 

4,800 

Dividends Paid. 

25,000 

Sales. 

420,500 

General and Admin. Exp.. 

35,000 

Sales Discounts. 

4,200 

Income Taxes—1953. 

12,000 

Selling Expenses. 

80,000 


The earned surplus balance on January 1, 1953, was $76,400. 


Instructions: (1) Assuming the clean-surplus approach, prepare an in¬ 
come statement and an earned surplus statement for the year ended December 
31, 1953. 

(2)Assuming that the income statement reports only normally recurring 
items, prepare an earned surplus statement for the year ended December 81, 
1953. 


2-2. The Strong Co. began operations in 1953 with an earned surplus of 
$18,800. Its records for 1953 show the following information: 


Dividends Declared. 

$ 10,500 
4,500 

Purchases. 

$300,000 

Gain on Sale of Land. 

Purchases Discounts. 

4,400 

General and Admin. Exp.. 

86,600 

Sales . 

478,800 

Income Taxes, 1953. 

12,000 

Sales Discounts. 

3,200 

Interest Expense. 

6,000 

Sales Returns and Allow¬ 


Interest Income. 

1,200 

ances. 

14,000 

Loss from Fire. 

3,600 

Selling Expenses. 

62,500 


Merchandise Inventory, Jan. 1, 1953, $115,000; Dec. 31, 1953, $146,500 
Overstatement of Income Tax Liability at end of 1952, $1,500 

Instructions: (1) Prepare a combined statement of income and earned 
surplus for the year ended December 31, 1953. 

(2) Using the same data, prepare an income statement and a separate 
earned surplus statement, assuming that the income statement reports only 
normal operations, while extraordinary items and corrections are shown on the 
surplus statement. 

2-3. The Armstrong Co. prepares an income statement that summarizes 
normal operations as well as extraordinary items and corrections in profits 
of prior periods. The statement is supported by (1) a manufacturing 
schedule, (2) a selling expense schedule, and (3) a general and adminis¬ 
trative expense schedule. Prepare an income statement with supporting 
schedules and an earned surplus statement for this company using the 
data for 1953 that is listed below. Earned surplus on January 1, 1953, 


was $46,400. 

Corrections in profits of prior periods made during 1953: 

For understatement of depreciation for the years 1950-1952... . $1,600 

For understatement of income tax liability for 1952. 3,200 

Finished Goods Inventory, Jan. 1,1953, $36,500; Dec. 31,1953.. . 48,600 • 

"Goods in Process Inventory, Jan. 1, 1953, $21,500; Dec. 31, 1953 26,000 

Raw Materials Inventory, Jan. 1,1953, $16,000; Dec. 31,1953.. . 19,000 
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Advertising.$ 6,500^ 

Delivery Expense. 12,20a 

Depreciation of Machinery. 5,GOO 

Direct Labor. 76,000^ 

Dividend Income. 300^ 

Dividends Declared. 8,500 

Factor^' Heat, Light, Power 20,100 

Factory Maintenance. 2,600- 

Factory Superintendence.. . 20,000< 

Factory Supplies Used . . . 4,00(/ 

Factory Taxes. 14,000 

Federal Income Taxes, 1953 14,500- 

Freight In on Raw Materials 2,500' 

Gain on Sale of Securities.. . 1,500 

Indirect Labor. 24,000 

Interest Expense. 6,200' 


Interest Income. $ 650 

Loss from Bad Debts. 1,600- 

Misc. Factory Expense. 6,000 

Misc. General Expense. 3,200 

Misc. Selling Expense. 2,150 

Officers Salaries. 15,200 

Office Salaries. 12,000 

Office Supplies Used. 2,200 

Purchases Discounts. 2,700^ 

Raw Materials Purchases... 84,000 

Raw Materials Returns.... 2,000- 

Sales. 370,000^ 

Sales Allowances. 1,600 

Sales Discounts. 4,000“ 

Sales Returns. 3,100 

Sales Salaries. 25,000 


2-4. Data relating to the financial condition and the rf'sults from opera¬ 
tions for the year ended December 31, 1953, are assembled for Brown- 
Berry, Inc., as follows: 


Cash on Hand and in Bank $30,750 


Notes Receivable. 8,000 

Accounts Receivable. 36,500 

Allowance for Doul)tful 

Notes and Accounts .... 1,200 

Accrued Interest on Notes 

Receivable. 150 

Marketable Securities. 10,000 

Finished Goods Inventory: 

January 1, 1953. 18,500 

December 31, 1953. 28,000 

Goods in Process Inventory: 

January 1, 1953. 8,000 

December 31, 1953. 19,500 

Raw Materials Inventory: 

January 1, 1953. 10,000 

December 31, 1953. 14,000 

Prepaid Insurance. 700 

Factory Supplies Inventory 500 

Miscellaneous Supplies In¬ 
ventories. 350 

Miscellaneous I^repaid Ex¬ 
penses . 850 

Tools. 6,000 

Patterns and Dies. 3,600 

Office Equipment. 4,000 

Allowance for Depreciation 

of Office Equipment. 1,200 

Machinery and Equipment 46,000 
Allowance for Depreciation 
of Machinery and Equip¬ 
ment. 18,400 

Factory Buildings. 75,000 


Allowance lor Depreciation 

of Factory Buildings. $16,000 

Land. 40,000 

Goodwill . 15,000 

Patents. 6,000 

Bond Discount and Expense 4,200 

Notes Payable. 4,000 

Accounts Payable. 14,000 

Estimated Federal Income 

Taxes Payable. 22,500 

Dividends Paya])le . 2,750 

Accrued Taxes and Interest 2,400 

Long-Term Notes I^ayable.. 22,000 

Bonds Payable. 60,000 

Preferred Stock, $100 par, 

500 shares. 50,000 

Treasury Stock, Preferred, 

100 shares.’. 10,000 

Common Stock, 10,000 
shares, $10 stated value.. .. 100,000 

Paid-in Surplus. 35,000 

Deficit, January 1, 1953.. . 22,150 

Sales . 305,150 

Sales Returns and Allow¬ 
ances. 1,400 

Raw Materials Purchases... 82,000 

Freight In on Raw 

Materials. 1,700 

Raw Materials Returns and 

Allowances. 1,200 

Direct Labor. 76,000 

Indirect Labor. 14,000 

Superintendence. 12,000 
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Heat, Light, and Power... . 

$8,800 

Officers* Salaries. 

$14,500 

Taxes on Buildings and 


Office Salaries. 

4,600 

Equipment. 

2,600 

Office Supplies Used. 

700 

Factory Repairs and Main- 


Loss from Bad Debts. 

1,800 

tenance. 

1,400 

Miscellaneous General and 


Tools Expense. 

1,750 

Administrative Expense . 

5,400 

Depreciation of Buildings 


Discounts Received on 


and Factory Equipment . 

6,500 

Purchases. 

800 

Patents Expense 

1,000 

Interest Income. 

300 

Factory Supplies Used . 

2,200 

Discounts Granted on Sales 

1,600 

Miscellaneous Factory Ex¬ 


Interest Expense. 

3,600 

pense . 

4,000 

Federal Income Tax—1953 

22,500 

Advertising . 

6,000 

Gain on Sale of Marketable 


Sales Salaries and Com¬ 


Securities. 

4,100 

missions . 

12,500 

Overstatement of 1952 Fed¬ 


Selling Supplies Used . 

1,000 

eral Tax Liability. 

600 

Miscellaneous Selling Ex¬ 


Loss on Sale of Equipment 

1,600 

pense . 

6,200 

Dividends Declared. 

8,000 


IV{Structions: Using the data above, prepare: 

(1) A balance sheet. 

{2) An income statement that includes extraordinary items and correc¬ 
tions in profits of prior periods, supported by schedules that show cost of 
goods manufactured, selling expenses, and gcmeral and administrative ex¬ 
penses. 

(3) An earned surplus statement. 

2-5. The Willis Manufacturing Corporation was organized on January 
1, 1953, 10,000 shares of no-par stock being issued in exchange for plant 
and equipment valued at $60,000 and cash of $15,000. Data below sum¬ 
marize activities for the first year of operations: 

(a) Net income for the year was $12,000. 

(b) Raw materials on hand on December 31 were equal to 25% of raw 
materials purchased for the year. 

(c) Manufacturing expenses for the year were distributed as follows: 


Materials used. 50%, 

Direct labor. 30%; 

Other manufacturing 

expenses . 20(includes depreciation of plant, $2,500) 


(d) Goods in process’s remaining in the factory on December 31 were equal 
to 33\/\' of the goods finished and transferred to stock. 

(e) Finished goods remaining in stock were equal to 25% of the cost of 
good sold. 

(f) Operating expenses are 30% of sales. 

(g) Cost of goods sold was one and one-half times the operating expenses 
total. 

(h) Ninety per cent of sales were collected during the year; the balance 
was considered collectible in 1954. 

(i) Seventy-five per cent of the raw materials purchased were paid for; 
there were no expense accruals or prepayments at the end of the year. 

Insiruciions: (1) Prepare a balance sheet, an income statement, and a 
supporting cost of goods manufactured schedule. 

(2) Prepare a summary of cash receipts and disbursements to prove the 
cash balance reported on the balance sheet. 
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Recording Process 


PHASES OF THE The first two chapters described the nature, 

ACCOUNTING PROCESS form, and the content of the accounting 
statements, the end product of the accounting function. Attention is 
now directed to the accounting process that makes possible the prepa¬ 
ration of these reports. 

The accounting process may be considered to be composed of two 
parts: (1) the recording phase and (2) the summarizing phase. During 
the fiscal period it is necessary to engage in a contiiiuing activity- 
the recording of transactions in the various books of record. At the end 
of the fiscal period the recorded data are brought up to date and sum¬ 
marized and the accounting reports are prepared. The recording phase 
is described in this chapter, while the activities that comprise the 
periodic summary are described in the next chapter. The entire ac¬ 
counting process as applied to a particular business unit is then il¬ 
lustrated in Chapter 5. 


RECORDING Accurate statements can be prepared only if 

TRANSACTIONS transactions have been properly recorded. 

A transaction is an action that results in a change in the assets, the 
liabilities, or the proprietorship of a business. Ther e are two general 
classes of transactions that require accounting recognition: (1) bminess 
transactions, that is, transactions entered into with outsiders; and (2) 
internal transactions, that is, accountable transfers of costs within the 
business. Among the latter, for example, are the transfers of costs 
from raw materials to goods in process and fi'om goods in process to 
finished goods in manufacturing activities. 


BOOKKEEPING The bookkeeping records of a business con- 

SYSTEMS gjg^ qJ. original documente evidenc¬ 

ing the transactions^ called business papers or vouchers] (2) t he media for 
class ifying and re cording the transactions, known as the books of 
ori ginal entry or journals; and (3) the media for summarizing the effects 
of transactions upon in divi dual a s set, l iability, and'proprietorship 
ite ms, known as the ledgers or ledger records. The bookkeeping records 
of the business are referred to as its bookkeeping system. The various 
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recording routines in such a system are developed to meet the special 
demands of the business unit with particular regard to its size and the 
nature of its activities. Recording mechanisms and processes must be 
designed to serve adequately and efficiently in telling the story of the 
business. 

BUSINESS PAPERS A business paper or voucher is prepared as a 

first record for each transaction. Such a docu¬ 
ment offers detailed information concerning the transaction and also 
fixes responsibility for such information by naming the parties identified 
with the transaction. The business papers are support for the informa¬ 
tion that is to be recorded in the books of original entry. Copies of sales 
invoices or the cash register tapes, for example, are the evidence in sup¬ 
port of the sales record; purchases invoices suppoil the purchases or 
invoice record; debit and credit memorandums support adjustments in 
debtor and creditor balances; check stubs or duplicate checks provide 
data concerning ca.sh disbursements; duplicates of receipts issued show 
cash collections; the corporation minute book supports entries author¬ 
ized by action of the board of du'ectors; journal vouchers or summaries 
prepared or approved by appi’opriate officers are used in support of 
certain data such as adjustments or corrections that are to be reflected 
in the accounts. 


BOOKS OF Transactions are analyzed from the informa- 

ORIGINAL RECORD pj-ovided on the business papers. They 

may then be recorded in chronological order in the appropriate books 
of original entry. Transactions are analyzed in terms of accounts to be 
maintained for (1) assets, (2) liabilities, (3) proprietorship, (4) income 
and gains, and (5) exi)enses and losses. Classes (4) and (5) are tempor¬ 
ary proprietorship accounts summarizing profit and loss data for the 
current period. The analysis is expressed in terms of debit and credit. 
Asset, expense, and loss accounts have left-hand or debit balances and 
are decreased by entries on the right-hand or credit side. Liabilities, 
proprietorship, income, and gain accounts have credit balances and are 
decreased by entries on the debit side. 

While it would be possible to record every transaction in a single 
book of original entry, this is hardly ever done. Whenever a number of 
transactions of the same character take place, special journals may be 
designed in which such transactions can be conveniently entered and 
summarized. Special journals include sales journals, purchases jour¬ 
nals, cash receipts and disbursements journals, the voucher register, 
and various other books of original entry designed to summarize 
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special groups of transactions. Regardless of the number and the nature 
of the special books of original entry, there are always certain entries 
that cannot be made in the special journals, and these are recorded in 
the general journal. 

A number of special columns may be provided in the various 
journals adopted. Special columns facilitate the recording of transac¬ 
tions and also serve to summarize the effects of a number of transac¬ 
tions upon individual account balances. This simplifies the subsequent 
transfer of information from the books of original entry. 

ACCOUNTS Information as reported on a business paper 

AND THE LEDGER analyzed, classified, and summarized 

in terms of debits and credits in the books of original entry is transferred 
to accounts in the ledger. The accounts summarize the full effects of 
the transactions upon property and property equities and are used as a 
basis for the preparation of the accounting statements. 

Accounts are sometimes referred to as kcZ accouvts and nominal 
accounts. The balance sheet accounts are known as the real accounts; 
the profit and l(jss or temporary proprietorship accounts are called 
nominal accounts, ^\'hen during the course of the accounting period a 
balance sheet or a profit and loss account balance represents both real 
and nominal elements, it may be described as a mixed account. The 
store supplies account, for example, may be considered as composed of 
two elements: (1) a portion representing the store supplies used, and 
(2) a portion lepi-esenting the store supplies still on hand. There is no 
need to analyze mixed accounts for the real and the nominal elements 
until the end of the period when profit and loss is summarized. At this 
time the mixed accounts are adjusted so that they may represent wholly 
real or wholly nominal elements. The classification of real and nominal 
accounts is shown on page 58. 

When accounts are set up to record subtractions from related 
accounts reporting positive balances, such accounts are termed offset, 
contra, or negative accounts. Allowance for Bad Debts is an offset to 
Accounts Receivable and is a negative asset account. Treasury Stock 
is an offset to Capital Stock and is a negative proprietorship account. 
Sales Returns is an offset to Sales and is a negative income account. 

Accounts ai'e commonly set up in the ledger in T form or in balance 
form. The two forms are illustrated on page 59. The balance form is 
more vddely used in modern practice. 

The individual real and nominal accounts of each business unit 
vary, depending upon the nature of the business, its properties and 
activities, and the information and the detail provided on the accoimt- 
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Classes of Accounts 


Assets 


REAL 

ACCOUNTS 


Liabilities 


f Current Assets 
Investments 
^ Plant and Equipment 
Intangible Assets 
Deferred Charges 

Other Miscellaneous Noncurrent Assets 

Current Liabilities 
Long-Term Debt 
< Deferred Credits 

Other Miscellaneous Noncurrent Lia¬ 
bilities 


Proprietorship 


(Sole Proprietorship or Partnership) 
Capitals 
(Corporation"! 

Capital Stock 
Paid-in Surplus 
Earned Surplus 
Revaluation Surplus 


Incomes and 
Gains 


Sales 

Other Income 

Extraordinary Gains, Other Miscel¬ 
laneous Credits 


NOMINAL 

ACCOUNTS 

Expenses and 
Losses 


Cost of Goods Sold 
Selling Expenses 

General and Administrative Expenses 
Other Expenses 

Extraordinary Losses, Other Miscel¬ 
laneous Charges 


ing statements. It is often desirable to establish separate ledgers for 
detailed information in support of balance sheet or profit and loss 
items. The general ledger then carries summaries of all of the statement 
items, while separate subsidiary ledgers afford additional detail in 
support of general ledger balances. For example, a single accounts 
receivable account is usually carried in the general ledger, and in¬ 
dividual customers’ accounts are shown in a subsidiary accounts 
receivable ledger] a single accounts payable account is usually carried 
in the general ledger and is supported by individual creditors’ accounts 
in a subsidiary accounts payable ledger; a single plant and equipment 
account may be supported by individual fixed asset accounts in a 
subsidiary plant ledger; the capital stock account is normally supported 
by individual stockholders’ accounts in a subsidiary stockholders 
ledger; selling and general and administrative expenses may be sum¬ 
marized in a single account in the general ledger, individual expenses 
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C \SH Account No. 


- 

n 


POKl 

Dl HIl 

— 

Dati 


JtJ M8 

Pos 1 

Crfdh 

Dail 


i I FMS 

Ri.1 [ 

\moi n 

1 


Rj I 

AMOt NT 

1953 






1953 







1 

Balance 

V 

4,000 

00 

Jan. 

31 


CP12 

6,000 

0( 

|Jan. 

31 


CR9 

7,'iOO 

00 


n 

Balance 

V 

5,500 

0( 

1 


5,50O,(H) 


1 

//, >0(1 

! 1 











11,500 

00 





11,500 

OC 

|Feb. 

1 

Balance 

V 

5,500 

00 

1 

1 



i 




licdger Account, T Form 


C \SH Account No 1 





Posi 


i 



Dl un 


C’UI IJIT 

])ATJ 

III 

Ri 1 

Dl nn 


( in' 1)11 


Hai A\f I 


Bai ANri 

1953 












Ian. 

1 

Balance 

V 

4,000 

00 



4,000 

00 




31 


CH9 

7,500 

00 

1 


11,500 

00 




31 


CP12 



j 6,000 

00 

5,500 

00 




Ledger Account, Balance Form 


being carried in a su})sidiary expense ledger. The account in the general 
ledger that summarizes the detailed information reported elsewhere 
is known as a conIrolKng account. 

Whenever possible, individual postings to subsidiary accounts are 
made directly from the business paper evidencing the transaction. 
This practice saves time. It also avoids possible inaccuracies that may 
arise if information is first summarized separately and such summaries 
are then used as a basis for entries to the subsidiary accounts. A busi¬ 
ness paper also provides the basis for the jouimal entry that authorizes 
the postings to the controlling account in the general ledger. In many 
instances business papers themselves are used to represent a book of 
original entry. When this is done, business papers are assembled and 
summarized, and the summaries are transferred directly to the ap¬ 
propriate controlling accounts as well as to the other accounts affected 
in the general ledger. Whatever the procedure may be, if postings to 
the subsidiary records and to the controlling accounts are completed 
accurately, the sum of the detail in a subsidiary record will agree with 
the balance as reported in the controlling account. Such a reconcilia¬ 
tion of each controlling account and its subsidiary record is made 
periodically, and any discrepancies disclosed through such comparisons 
are investigated and corrected. 
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The use of subsidiary records results in a number of advantages: 
(1) the number of accounts in the general ledger is reduced, thus making 
the general ledger more useful as a basis for preparing reports; (2) 
errors in the general ledger are minimized because of fewer accounts 
and fewer postings; (3) the accuracy of the posting to a large number 
of subsidiary accounts may be tested by comparing the total of the 
balances of the accounts with the balance of one account in the general 
ledger; (4) totals relating to various items are readily obtained; (5) 
specialization of bookkeeping duties and individual bookkeeping 
responsibilities are made possible; and (6) daily posting is facilitated 
for accounts that must be kept up to date, such as customer and credi¬ 
tor accounts. 

Those procedures relating to the recording process that are com¬ 
monly found in practice are discussed in the remaining pages of this 
chapter. 


RECORDS FOR SALES When sales are made on account, the number 
AND CASH RECEIPTS qJ sales is ordinarily large enough to 

warrant the use of a special sales journal. Sales on account result in 
subsequent collections on account, and a special journal for cash re¬ 
ceipts facilitates the recording of such remittances as well as cash 
receipts from other sources. Both the particular factors relating to 
sales and those relating to the receipt of cash must be considered 
carefully in the development of a set of complementary journals. 
Several special journal forms are illustrated here to suggest the possi¬ 
bilities in special journal construction, design, and use. 

A sales journal and a cash receipts journal may take the following 
form: 


Sai es Journal 


Page 37 




No oi 

S\i r 

\cCOL Mr I)l BITLD 

Post 

Ri 1 

Amoumi 

1953 







Dec. 

1 

Hie 

L. S. Carter 

V 

456 

00 


1 

1457 

T. W. Wallace 


138 

55 


1 

1438 

A. M. Boyle 


316 

78 


1 

1459 

C Y. Young 


39 

40 


ICl 

1613 1 

B F. Mver 


212 

80 ( 


U 

1614 1 

C. D. Drake 


61 

13 


31 

1615 

P. 0. Powell 

V 

27 

60 


31 


Accounts Receivable Dr. — Sales Cr. 

116/41 

6,318 

20 

1 
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Cash Receipts Journal Page 


' DaIF 

AC( OUIVI Cltl DIIKD 

Po^T 

Rl^ 

CiKNERAL 

Ck 

1 _ 1 

Sales 

Cr 

\CCOUNT8 

Reel IVAnL^ 

Cr 

Sales 

Discount 

Dr. 

Cash 

Dr 

1953 














Dei*. 

1 

Notes Receivable 

113 

2,000 

00 











Interest Income 

72 

120 

00 







2,120 

01 


1 

R. C. Cole 

V 





640 

00 

12 

80 

627 

2; 


1 

Sales 

V 



1 512i40| 





512 

4: 


31 

31 

Notes Payable 

Sales 

211 

V 

5,000 

00 

660 

15 





5,000 

660 

31 

Totals 

V 

12,656 

10 

15,380 

20 

5,41 S 

12 

93 

00 

33,361 




(V) 


(41 

) 

(116, i 


(81) 


(111) 


The pertinent details with respect to each sale on account are 
entered on a single line in the sales journal. Debits to the individual 
accounts in the accounts receivable ledger are posted frequently, 
preferably daily. The accounts in the accounts receivable ledger are 
arranged alphabetically and are not numbered; therefore, when the 
debits to the individual accounts in the accounts receivable ledger are 
posted from the sales journal, a check mark is placed in the Posting 
Reference column of that journal to indicate that the posting has been 
completed. 

In some instances it is more convenient to post to the accounts 
receivable ledger directly from duplicate copies of sales invoices. When 
this plan is followed, a check mark is placed in the Posting Reference 
column of the sales journal at the time each sale is entered to show that, 
so far as this journal is concerned, the entry is complete and the item 
is not to be posted. 

When daily sales on account are numerous, copies of the sales 
invoices for the day may be assembled and totaled, and the total sales 
on account for the day may be entered on a single line in the sales 
journal. When this plan is followed, postings to the individual accounts 
in the accoimts receivable ledger are made from the duplicate sales 
invoices. 

At the end of the month the total in the Amount column of the 
sales journal is posted to the general ledger as a debit to Accounts 
Receivable and as a credit to Sales. The account numbers to which 
postings are made are indicated in the Posting Reference column of the 
journal. The debit to the accounts receivable controlling account will 
agree with the sum of the debits to subsidiary accounts during the 
month if individual postings have been properly made. 
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All cash receipts are recorded in the cash receipts journal. The net 
amount of cash received is entered in the Cash Debit column, other 
debits and credits being entered in the other columns provided. Cash 
sales for each day are summarized and recorded on a single line, the 
cash sales total being recorded in the Sales Credit column. Reductions 
in accounts receivable resulting from cash receipts are entered in the 
Accounts Receivable Credit column, and cash discounts allowed on 
the collections ai’e recorded in the Sales Discount Debit column. All 
receipts of cash resulting in credits to accounts other than Sales or 
Accounts Receivable are entered separately; the name of the account 
credited is written in the Account Credited column and the amount 
of the credit is entered in the General Credit column. 

Credits to the individual customers’ accounts in the subsidiary 
accounts receivable ledger may be posted from the cash receipts 
journal. The completion of the posting is then indicated in the Posting 
Reference column of the cash receipts journal by a check mark. When 
there are numerous cash receipts daily, a list of the cash receipts for 
the day may be prepared and totiiled, and the total cash received from 
customers for the day may be entered on a single line in the cash re¬ 
ceipts journal. The posting to the customers’ accounts is then com¬ 
pleted from the separate list of cash receipts. 

Credits in the General Credit column are posted individually to 
the accounts in the general ledgei". At the end of the month the amount 
columns of the cash receipts journal are totaled and the totals of the 
special columns are posted; Sales is credited. Accounts Receivable is 
credited. Sales Discount is debited, and (’ash is debited. The ci-edit 
to Accounts Receivable will agi’ee with the sum of the credits to sub¬ 
sidiary accounts made during the month if individual postings have 
been properly made. The balance in the controlling account after 
posting both debits and credits at the end of the month is compared 
with the sum of the account balances in the accounts receivable ledger 
in proving the acciu’acy of the controlling account balance and the 
supporting detail in the subsidiary ledger. 

Postings of individual amounts in the General Credit column are 
indicated by writing the account number in the Posting Reference 
column of the cash receipts journal. The posting of a column total is 
indicated by writing the account number in parentheses immediately 
below the total. When the individual items are not posted because 
they are included in a total to be posted, or when a total is not posted 
because the individual items are posted, a check mark may be used to 
show that posting is not required. 
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More elaborate sales and cash receipts journals may be designed 
to meet special requirements. To illustrate, assume that (1) sales are 
to be distinguished as regular or installment sales, (2) receivables are 
to be distinguished as regular accounts or installment contracts, 
(3) all sales including cash sales are to be reflected in the sales journal, 
and (4) a state sales tax charge is made on all sales. Special journals 
to meet the foregoing conditions follow: 
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Each sale is entered in the sales journal, provision being made for 
distinguishing between charges to installment contracts and regular 
accounts as well as credits to the installment sales account and the 
regular sales account. When there are a number of such sales daily, 
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it is possible to record total sales on account and total sales on the in¬ 
stallment contract basis daily, charges to the two subsidiary ledgers 
being made directly from the supporting vouchers. Cash sales are also 
recorded in the sales journal, total sales from all sources thus being 
reported in this record. In the sales journal, cash and receivable col¬ 
umns report total receipts and charges, sales columns report the net 
sales price, and the Sales Taxes Payable Credit column summarizes 
tax charges on sales, payable to the state by the retailer. 

The cash receipts journal provides for a distinction between col¬ 
lections on installment contracts and regular accounts. Here, too, 
collections for the day on each of these receivables may be summarized 
and entered in total, individual credits to the subsidiary ledgers being 
made directly from business vouchers. A General Credit column shows 
those credits for which special columns are not provided. 

Since cash sales are recorded in both the sales journal and the cash 
receipts journal, complete posting from both sources would result in 
duplication. To avoid such duplication, the Cash Debit column in the 
sales journal is checked and the Sales Credit column in the cash re¬ 
ceipts journal is checked. The total cash received is recorded in the 
cash receipts journal and is posted from this source; total sales are 
recorded in the sales journal and are posted from this source. Postings 
at the end of the month, then, result in the following charges and 


credits: 

Dr. Ck. 

From Sales Installment Contracts Receivable... $ 4,799.80 

Journal: Accounts Receivable.-. . 4,441.46 

Sales. $16,320.56 

Installment Sales. 4,660.00 

Sales Taxes Payable. 641.76 

From Cash Sales Discounts. 13.04 

Receipts Ca.sh. 21,460.16 

Journal: Notes Receivable. 750.00 

Interest I ncome. 7.50 

Other General Credits (Dec. 2-31 not 

shown). 1,617.50 

Installment Contracts Receivable... 3,105.04 

Accounts Receivable. 3,612.10 


$30,714.46 $30,714.46 

The journals just given differ from preceding illustrations in that 
special columns are provided on both the right and the left sides of 
each form. Originality may be exercised in designing special journals 
to serve adequately and efficiently as classifying and summarizing 
mediums. 
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RECORDS FOR Normally, purchases and cash pa 3 Tnents are 

CASH PAYMENTS summarized in special books of original 
entry. As in previous illustrations, forms 
vary depending upon the individual requirements of the particular 
business. Purchases and cash payments journals may take the fol¬ 
lowing form: 
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In the foregoing illustrations it is assumed that the purchases 
journal is limited to a record of merchandise purchases. Further, it is 
assumed that all daily receipts of cash are deposited in the bank and 
all cash disbursements ate made by means of checks with the exception 
of relatively small payments that are made from a separate petty cash 
fund. The cash payments journal, then, summarizes all checks written. 
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The cash journals may be used as a check against the bank record of 
cash. 

The pertinent details with respect to each purchase on account are 
entered on a single line in the purchases journal. When credits to the 
individual accounts in the accounts payable ledger are posted from the 
purc*hases journal, a check mark is placed in the Posting Reference 
column of that journal to indicate that the posting has been completed. 

In some instances it is more convenient to post to the accounts 
payable ledger directly from duplicate copies of purchases invoices. 
When this plan is followed, a check mark is placed in the Posting 
Reference column of the purchases journal at the time each purchase 
is entered to show that, so far as this journal is concerned, the entry 
is complete and the item is not to be posted. 

WTien daily purchases on account are numerous, copies of the pur¬ 
chases invoices for the day may be assembled and totaled, and the 
total purchases on account for the day may be entered on a single line 
in the purchases journal. When this plan is followed, postings to the 
individual accounts in the accounts payable ledger are made from the 
purchases invoices. 

At the end of the month the total in the Amount column of the 
purchases journal is posted to the general ledger as a debit to Pur¬ 
chases and a credit to Accounts Payable. 

All payments by check are recorded in the cash payments journal, 
the net amount paid being recorded in the Cash Credit column and 
other debits and credits being recorded in the special columns provided. 
Reductions in accounts payable resulting from cash payments are 
entered in the Accounts Payable Debit column, and cash discounts 
received on the payments are recorded in the Purchases Discount 
Credit column. Debits to the individual creditors’ accounts in the 
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subsidiary accounts payable ledger may be posted from the cash pay¬ 
ments journal, or the posting may be made directly from duplicate 
copies of the checks or from the check stubs. 

The charges to expenses are reported in the Expenses Debit column. 
When this procedure is followed, a special analysis ledger form may be 
used in the general ledger to summarize individual expense charges. 
Such a form may be designed as illustrated across the double page 
below. 

The last three columns on the right side of the form represent a 
balance form of ledger account. The left side of the form consists of 
analysis columns that explain the nature of the charges summarized 
in the control section at the right. Copies of checks issued or check 
stubs, together with copies of the paid invoices, are used in posting 
analysis detail. At the end of the month the analysis columns are added 
and proved against the total in the Debit Balance column. Additional 
analysis columns can be inserted on the left-hand side of the form as 
required. 

In making payments to employees, the employer is required to 
withhold amounts for federal income tax, federal old-age insurance 
benefits, and in some cases for state income tax, state unemployment 
insurance, hospital care, group insurance, union dues, U. S. bond pur¬ 
chases, etc. The amounts withheld represent payables to the required 
agencies by the employer on behalf of his employees in accordance 
with the law or the agreement between employer and employee. When 
the entry is made in the cash payments journal to record the payment 
of the payroll, the total of the payroll is entered in the Expenses Debit 
column, the amount actually paid is entered in the Cash Credit column, 
and the various amounts withheld are entered in the General Credit 
column. 
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As the entries in the General columns and the Expenses Debit 
column of the cash payments journal are posted individually, check 
marks are placed below these columns to show that the totals are not 
to be posted. The other column totals are posted, the posting being 
indicated by the account numbers in parentheses immediately below 
each total. As a check on the acciu-acy of the posting to the expenses 
control account, the total of the Expenses Debit column of the cash 
payments journal may be compared with the total of the Debit Balance 
column of the account. 

Ordinarily, a separate payroll record is desirable in accumulating pay¬ 
roll information. A form similar to the following provides the required 
detail: 


Payroil Record for Wlek or December 25-31 
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It would be possible to use the payroll record as a book of original 
entry instead of a supplementary record, columnar totals being posted 
from this record as follows: 

Debits Credits 


Sales Salaries and Commissions 556 00 

General and Administrative Salaries 260 00 

Employees Income Taxes Payable 82 20 

Old-Age Benefit Taxes Payable 12 28 

Hospital Care Payable 11 25 

Salaries and Commissions Payable 710 27 


When this is done, only amounts actually paid to employees are 
recorded in the cash payments journal. The payroll checks are re¬ 
corded in the General Debit column as a debit to Salaries and Com¬ 
missions Payable. 

THE INVOICE RECORD Frequently an invoice record or invoice journal 
is used in the place of a purchases journal. A 
record of invoices goes beyond the purchases journal in that it normally 
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summarizes all purchases on a credit basis, including merchandise, 
supplies, fixed assets, and services. The form that such a record may 
take, together with an accompanying cash payments record, follows: 


Invoice Record Page 35 
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Each invoice is entered in the invoice record, provision being made 
in the journal for indicating the charge resulting from the invoice as 
well as the nature of the payable arising from the transaction. A 
special column is provided for Accounts Payable, other payables being 
reported in the General Credit column. Items reported in the General 
Credit column are posted separately. Special columns are provided 
for Purchases and for Expenses, other charges being reported in the 
General Debit column. As previously illustrated, an expense account 
providing for expense analysis may be maintained in the general 
ledger, the expense detail being posted to the analysis section from the 
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invoices. Charges reported in the General Debit column are posted 
separately. 

As previously indicated, forms for recording purchases or invoices 
and for cash payments should be designed to serve the particular busi¬ 
ness unit. The forms that have been illustrated are representative of 
the needs of a retail establishment of moderate size. 


THE VOUCHER SYSTEM A relatively large organization ordinarily 

provides for the control of purchases and cash 
disbursements through adoption of some form of a voucher system. With 
the use of a voucher system, checks may be drawn only upon a written 
authorization in the form of a voucher approved by some responsible 
official. A voucher must be prepared, not only in support of payments 
for purchases of merchandise and services on account, but also for cash 
purchases, retirement of debt, replenishment of petty cash funds, pay¬ 
rolls, dividends, etc. Vouchers identify the person authorizing the 
expenditure, explain the nature of the transaction, and name the ac¬ 
counts that are affected by the transaction. Vouchers relating to pur¬ 
chases invoices are generally checked against goods received. Upon 
verification, the voucher, together with related business papers in 
support of the voucher, is submitted to the appropriate officer for final 
approval. Only when it is approved may it be used as the basis for a 
check. 

Upon approval, vouchers ai'e numbered and recorded in a voucher 
register. Vouchers, together with supporting papers, are then placed 
in an unpaid vouchers file. 

The voucher register is a book of original entry classifying and 
summarizing the charges on each voucher and reporting the credit 
to Accoimts Payable, or Vouchers Payable as the liability is sometimes 
called. Individual amounts owed need not be posted to an accounts 
payable ledger, as the unpaid vouchers file serves as a subsidiary 
record and offers the detail of the individual payables as summarized 
in the voucher register. 

Checks are written in payment of individual vouchers and result 
in a charge to Accounts Payable, or Vouchers Payable, in a check 
register. Charges to the various asset, liability, or expense accounts, 
having been recognized when the payable was recorded in the voucher 
register, are no longer required in the cash payments record. When a 
check is issued, payment of the voucher is reported in the voucher 
register by entering the check number and the payment date. Paid 
vouchers and invoices are removed from the unpaid vouchers file, 
marked “Paid,” and filed in a separate paid vouchers file. The bal- 
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ance of the payable account after the credit for total vouchers issued 
has been posted from the voucher register and the debit for total 
vouchers paid has been posted from the cash payments record should 
be equal to the sum of the unpaid vouchers as shown both in the vouch¬ 
er register and in the unpaid vouchers file. 

A voucher register and a check register are illustrated below: 
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The total of the Accounts Payable Credit column and the total of 
the Purchases Debit column in the voucher register are posted at the 
end of the month to the corresponding accounts in the general ledger. 
The individual amounts in the Expenses Debit column are posted to the 
account Expenses — Control; the distribution to the analysis columns 
of this account is made from the business papers. At the end of the 
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month the balance of this account is compared with the total of the 
Expenses Debit column in the voucher register. The amounts in the 
General Debit and Credit columns are posted individually to the 
appropriate accounts in the general ledger. Only column totals are 
posted from the check register. 

The system as illustrated here should simply be considered repre¬ 
sentative of certain basic routines. Modifications of the system as 
illustrated should be made in accordance with the special requirements 
of the business for which it is designed. 


THE GENERAL Entries that cannot be recorded in the special 

JOURNAL journals are recorded in a general journal. 

While the general journal may be set up in two-column form, it is 
frequently set up in three-column form, with a detail column provided 
for individual debits and credits to subsidiary records and separate 
debit and credit columns for entries affecting general ledger accounts. 
The general journal with a detail column is illustrated below: 


General Journal 


Page 15 


Dafb 

Dfhcription 

Post 

llLI 

n^TAii 


I)i niiH 


^ Cm Diis 


53 

ec. 

1 

Notes Receivable 

Accounts Receivable 

A. R. Ross 

113 

116 

^ 450 

00 

450 

00 

1 

450 

00 


31 

Expenses (Control) 

61 

i 

1 

560 

00 


Depreciation of Store Equipment 

614 

- 560 

00| 




Allowance for Depreciation of 







Store Equipment 

0123 






560 


00 


It would be possible to provide additional special debit and credit 
columns in the general journal. Special columns then summarize the 
effect of general journal entries for posting purposes. 

MACHINE RECORDING When sales, purchases, cash receipts, and 
METHODS disbursements are numerous, the use of 

bookkeeping machines makes possible the saving of considerable labor 
and expense, reduces the many possibilities for errors, and results in 
neater records. Bookkeeping machines can be used not only for journal¬ 
izing and posting but also for preparation of the various original papers. 
Special journals, subsidiary account forms, and other documents are 
collated, that is, designed and arranged, so that recording with the use 
of carbons will serve the various required functions. 
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QUESTIONS 

1. Indicate the accounting function supplied by (a) the business paper, 
(b) the book of original entry, and (c) the ledger. 

2. Distinguish between: (a) real and nominal accounts, (b) general 
journal and special journal, (c) general ledger and subsidiary ledger, 
(d) invoice record and voucher register, (e) T form and balance form of 
account. 

3. Classify the following transactions as (1) business transactions or 
(2) internal transactions: 

(a) Trade-in of an old fixed asset for a new one. 

(b) Depreciation of building. 

(c) Receipt of on the dollar on an account receivable. 

(d) Cash dividend. 

(e) Factory supplies used. 

(f) Estimate of bad debts expense, 

4. What advantages are provided through the use of (a) special journals, 
(b) subsidiary ledgers, and (c) the voucher sj^stem? 

5. (a) What business papers are used in posting debits and credits to 
customer and creditor accounts? (b) Would it be better practice to post 
to these accounts from books of original entry? Explain. 

6. Describe the use of an expenses control recount with sub-account 
analysis. 

7. (a) What is the purpose of the payroll record? (b) Explain the use of 
this form as a supplementary record, (c) Explain the use of this form as a 
special book of original entry, (d) Explain the use of this form as a sub¬ 
sidiary record for a general ledger account balance. 

8. The Select Products Co. maintains special books of original entry for 
sales, invoices, cash receipts, and cash disbursements. State the journal 
in which each of the following transactions should be recorded: 

(a) Purchased office supplies on account. 

(b) Issued a note to a creditor. 

(c) Wrote off a customer's uncollectible account against the allowance 
for bad debts account. 

(d) Replenished the petty cash fund. 

(e) Recorded a shortage caused by mistakes in making change. 

(f) Traded in delivery equipment for new equipment. 

(g) Sold capital stock for cash. 

(h) Paid the payroll. 

(i) Recorded depreciation for the month. 

(j) Purchased merchandise for cash. 

9. (a) Describe the nature and the operation of the voucher system, 
(b) How does the voucher register serve as a combined book of original 
entry and subsidiary ledger? 

10. What are the advantages offered through use of bookkeeping ma¬ 
chines? Suggest several possibilities for labor-saving methods. 

11. Suggest books of original entry and the form that these might take in 
designing a bookkeeping system for (a) a theater, (b) a retail grocery store 
doing a cash business, (c) a gas station offering credit to certain customers, 
and (d) a retail department store selling furniture, clothing, and dry goods. 
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EXERCISES 

1. Assume the use of sales and cash receipts journal forms as illustrated 
on pages 60 and 61, together with a general journal. Explain how each of 
the following transactions would be recorded in these journals: 

(a) A sale on account, $600, is made to A. P. Reeder. 

(b) Reeder makes payment of $300 less 2% cash discount and gives a 
60-day note for the $300 balance. 

(c) Cash sales for the day are $950, on which sales taxes of $20 are col¬ 
lected. 

(d) Cash of $990 is received on a 60-day note for $1,000 issued to the bank. 

(e) Furniture and fixtures, cost $800, book value $250, are sold for $100 
cash. 

(f) A dividend check for $60 is received on stock owned. 

2. Assume the use of sales and cash receipts journal forms as illustrated 
on page 63, together with a general journal. Explain how each of the 
transactions in Exercise 1 above would be recorded therein. 

3. Assume the use of purchases and cash payments journal forms as 
illustrated on page 65, together with a general journal. Explain how each 
of the following transactions would be recorded in these journals: 

(a) Merchandise is purchased from R. A. Faye, $300, terms 2/10 e.o.m. 

(b) Payment is made to R. A. Faye less 2 % discount. 

(c) Store supplies are purchased from T, C. Sharpe, $112, terms n/30. 

(d) Payment is made to T. C. Sharpe. 

(ei Payment is made on a $1,000, 60-day, 6% note, $1,010. 

(f) An invoice is received for utilities for the month, $90. 

(g) The invoice received in (f) is paid. 

(h) The payroll for the week is paid, $334, representing salaries, $400, less 
income taxes withheld, $60, and less old-age benefit taxes withheld, $6. 

(i) Store fixtures are purchased at a cost of $1,200, a 25% down payment 
being made on the purchase. 

4. Assume the use of invoice record and cash payments journal forms as 
illustrated on page 69, together with a general journal. Explain how each 
of the transactions in Exercise 3 above would be recorded therein. 

5. Assume the use of a voucher register and a check register similar 
to those illustrated on page 71. Explain (1) how each voucher would be 
recorded in the voucher register and (2) how the payment of each voucher 
would be recorded in the check register, assuming that all discounts are 
taken. 

(a) Voucher No. 1311 for merchandise purchased from A. L. Phillips, $560, 
terms 2/10, n/60. 

(b) Voucher No. 1312 for legal services, $75. 

(c) Voucher No. 1313 for factory supplies purchased from Jones Manufac¬ 
turing Co., $60, terms n/60. 

(d) Voucher No. 1314 for sales salaries of $600, less income taxes withheld, 
$101, and less old-age benefit taxes withheld, $9. 

(e) Voucher No. 1315 for a note, $2,500, and interest, $25, payable to 
State National Bank. 

(f) Voucher No. 1316 to set up a petty cash fund, $100. 
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PROBLEMS 

3-Jr. The saleh journal and the cash receipts journal of Paul T. Sanders 
rer-the month of October appear below: 


Sales Journal Page 10 


])ati 

\o Of 

Sail. 

\cCOl iDlHIllD 

Rii 

Pohi 

Amount 

19 — 






!)ct. 

^_9 

416 

A. T. Parker 


410 90 


6 

417 

L. Wells 


215 80 


17 

418 

M. T. Fuller 


no 50 


20 

419 

G. A. Reese 


605 00 


29 

420 

A. R, Wallace 


110 00 


Cash Rlcfipts Journal Page 12 






Saiis I 

VtlOlNlS 

SaI 1 M 



\( ( OT M 

1*()ST 

(il \1 RAL 


Rit I n AiJi I 

Dihi Ot M 

( ASH 

Dah 


( ULL*I 1 1 D 

Ru 

( It 

( It 

Cr 

Dll 

Du 

19- 









Oct. 

1 

Notes Payable 


3,500 00 




3,500 00 


6 

Sales 



1,217 40 



1,217 40 


8 

R.T. Beals 




415 10 

8 30 

406 80 


9 

Notes Receivable 


1,000 00 







Interest Income 


30 00 




1,030 00 


12 

A. T. Parker 




410 90 

8 22 

402 68 


13 

Sales 



1,090 45 



1,090 45 


20 

L. Wells 




100 00 


100 00 


20 

Sales 



1,510 15 



1,540 15 


26 

M. T. Fuller 




no 50 

2 21 

108 29 


27 

Sales 



1,614 20 



1,614 20 


29 

G. A. Reese 




405 00 

8 10 

396 90 


31 

Sales 



456 60 



456 60 


The general journal for October includes the following entries: 


General Journal Page 18 


Dai h 


Di s( RiniGiv 

I OSl 

Rlp 

Dl TAIL 

Dmns 

( ItLUlTH 

9-- 

)ct. 

6 

Notes Receivable 



1,500 00 




Accounts Receivable 

C, C. Collins 


1,500 00 


1,500 00 


12 

Allowance for Bad Debts 



310 00 




Accounts Receivable 

P. T. Stewart 


310 00 


310 00 


15 

Notes Receivable 



415 00 




Accounts Receivable 

T. A. Tucker 


415 00 


415 00 


25 

Sales Returns and Allowances 



200 00 




Accounts Receivable 

G. A. Reese 


200.00 


200.00 



76 


INTERMEDIATE ACCOUNTING 


[Ch. 3 


Accounts receivable on September 30 were as follows: 

R.T. Beals. $ 415.10 P. T. Stewart. $310.00 

C. C. Collins. 1,500.00 T. A. Tucker. 415.00 

Instructions: (1) Set up a subsidiary accounts receivable ledger in T 
account form and record the information that would appear therein as a 
result of the information given above. 

(2) Set up the accounts receivable controlling account in the general 
ledger in balance form and record the information that would appear in this 
account as of October 31. 

(3) Prepare a summary to prove the accuracy of the detail reported in 
the subsidiary ledger. 

3-2. C. M. Walters began business on July 1. The books of original entry 
used to record his transactions for July were the same as those illustrated 
in the text on the following pages: 

Sales Journal—page 63 Voucher Register—page 71 

Cash Receipts Journal—page 63 Check Register—page 71 

All cash receipts are entered in the cash receipts journal and are de¬ 
posited in the bank. All payments are made by check upon voucher author¬ 
ization, and checks are recorded in the check register. All sales—including 
cash, installment, and regular charge sales—are recorded in the sales 
journal. A 3% sales tax is added to all sales prices. A 2% discount is 
allowed on regular charge sales (before sales tax) when collection is re¬ 
ceived within 10 days of sale. 

The chart of general ledger accounts required is as follows: 


Apct. 

No. 

Account Title 

Acer. 

.-Jo. 

Accoum Title 

Ill 

Cash 

216 

Old-Age Benefit Taxes Pay¬ 

115 

Installment Contracts Re¬ 


able 


ceivable 

31 

C. M. Walters, Capital 

116 

Accounts Receivable 

41 

Sales 

118 

Store Supplies 

42 

Installment Sales 

119 

Prepaid Insurance 

51 

Purchases 

122 

Store Equipment 

61 

Expenses 

213 

Accounts Payable 

71 

Purchases Discount 

214 

215 

Sales Taxes Payable 
Employees Income Taxes 

81 

Sales Discount 


Payable 


The following transactions were completed during July: 

July 1. Invested cash in the business, $10,000. 

1. Issued Voucher No. 1 to Lambert Realty Co. for July rent, $325: 

then issued Check No. 1 in payment of the voucher. 

1. Purchased store equipment on account from Standard Equipment 
Co., $5,600, terms n/30. 

1. Purchased store supplies from Acme Supply Co. for cash, $325. 

2. Purchased merchandise from Superior Mfg. Co. for cash, $1,200. 

3. Sold merchandise on regular account to Polk & Vance, $516.50, plus 
sales tax, $15.50. 
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July 3. Purchased merchandise on account from R. J. Brooks, $4,400, terms 
2/10, n/30. 

3. Paid premium for insurance on merchandise and fixtures for one year 
to Lawton Insurance Agency, $210. 

5. Purchased merchandise on account from P. A. Gale Co., $2,100, 
terms 2/10, n/60. 

6. Sold merchandise on regular account to Vernon Co., $475, plus sales 
tax, $14.25. 

6. Paid the Daily News for newspaper advertising, $57.50. 

8. Sold merchandise on regular account to Morse & Co., $615, plus 
sales tax, $18.45. 

10. Sold merchandise on the installment contract plan to C. D. Hyde, 
$185, plus sales tax, $5.55. Received a down payment of $50. 

12. Received payment from Polk & Vance for sale of July 3, $521.67. 

13. Paid R. J. Brooks invoice of July 3, less 2% discount. 

15. Paid the payroll for July 1-15, $550, less income taxes withheld, 
$82.40, and less old-age benefit taxes withheld, $8.25. 

15. Paid the P. A. Gale Co. invoice of July 5, less 2% discount. 

15. Cash sales for July 1-15 were $3,105, plus sales tax, $93.15. 

16. Received payment from Vernon Co. for sale of July 6, $479.75. 

17. Sold merchandise on the installment contract plan to Henry Abbott, 
$395, plus sales tax, $11.85. Received a down payment of $100. 

18. Received payment from Morse & Co. for sale of July 8, $621.15. 

19. Paid Freeman Bros, for miscellaneous repairs, $47.25. 

20. Sold merchandise on regular account to Woodall and Co., $360, plus 
sales tax, $10.80. 

20. Purchased merchandise on account from Stoner Corporation, $1,650, 
terms 2/10, n/30. 

22. Sold merchandise on regular account to B. A. Bailey, $750, plus 
sales tax, $22.50. 

24. Received the weekly installment payment from Henry Abbott, $10. 

26. Purchased merchandise on account from Superior Manufacturing 
Co., $865, terms 2/10, n/30. 

29. Paid Stoner Corporation invoice of July 20, less 2% discount. 

30. Sold merchandise on the installment contract plan to J. S. Snider, 
$275, plus sales tax, $8.25. Received a down payment of $75. 

31. Received the weekly installment payment from Henry Abbott, $10. 

31. Paid Standard Equipment Co. invoice of July 1. 

31. Paid the payroll for July 16-31, $550, less income taxes withheld, 
$82.40, and less old-age benefit taxes withheld, $8.25. 

31. Cash sales for July 16-31 were $3,660, plus sales tax, $109.80. 

Instructions: (1) Record the transactions for July in the four books of 
original entry indicated above. Number vouchers, checks, and sales beginning 
with No. 1 for each classification. 

(2) Rule the books of original entry and post to accounts in (a) the 
general ledger, (b) the subsidiary accounts receivable ledger, and (3) the sub¬ 
sidiary installment contracts receivable ledger. Set up the general ledger 
accounts in balance form. In this problem you will post the total of the Ex¬ 
penses Dr. column of the voucher register to the expenses control account, 
but you need not maintain the sub-accounts showing the distribution of ex¬ 
penses. Set up the subsidiary ledger accounts in T form. 

(3) Prepare a trial balance of the general ledger and prepare summaries 
to prove the subsidiary ledgers^ 
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3-3, Charles P. Blake began business operations on November 1, The 
following books of original entry were designed to record his transactions; 
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All sales, both cash and credit, are to be recorded in the sales journal. 
All cash receipts are to be entered in the cash receipts journal, and all 
receipts are to be deposited in the bank. All payments are to be made by 
check and are to be recorded in the check record. A S% state sales tax is 
added to all sales prices. A discount is allowed on charge sales (before 
sales tax) when collection is received within 10 days of sale. 

The chart of general ledger accounts required for the November 


transactions is as follows: 



Acer 


\c( 1 


No 

Accouni lun 

No 

Account Thif 

111 

Cash 

216 

Old-Age Benefit Taxes Pay¬ 

113 

Notes Receivable 


able 

115 

Accounts Receivable 

31 

Charles P. Blake, Capital 

117 

Supplies 

32 

Charles P. Blake, Drawing 

118 

Prepaid Insurance 

41 

Sales 

121 

Store Equipment 

51 

Purchases 

211 

Notes Payable 

051 

Purchases Returns and Al¬ 

213 

Accounts Pa> able 


lowances 

214 

Sales Taxes Payable 

61 

Expenses 

215 

Employees Income Taxes 

71 

Purchases Discount 


Payable 

81 

Sales Discount 



82 

Loss on Sale of Fixed Assets 
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The following transactions were completed by Mr. Blake during 
November: 

Nov. 1. Invested cash in the business, $12,000. 

1. Paid cash for rent for November, $600. 

1. Purchased store equipment on account from Porter Equipment Co., 
$4,500, invoice dated November 1, terms n/10. 

1. Purchased store supplies for cash, $120. 

2. Purchased merchandise on account from Stabler Co., $3,200, in¬ 
voice dated November 1, terms 1/10, n/30. 

2. Purchased merchandise for cash, $1,200. 

2. Paid for insurance on merchandise and lixtures for one year, $180. 

4. Purchased merchandise on account from Phillips Products, $1,750, 
invoice dated November 2, terms 2/10, n/60. 

8. Sold merchandise on account to Paul, Inc., $510, plus sales tax, 
$15.30. 

9. Purchased merchandise from Belsey, Inc., $2,750, invoice dated 
November 8, terms 60-day, note. Sent note to Belsey, Inc. 

10. Paid Porter Equipment Co. invoice of November 1. 

12. Paid Phillips Products invoice of November 2, less 2% discount. 

15. Cash sales for November 1-15 were $2,095, plus sales tax collections, 
$62.85. 

15. Paid the payroll for November 1-15, $45u, less income taxes with¬ 
held, $60.50, and less old-age benefit taxe^ withheld, $6.75. 

15. Withdrew cash for personal use, $250. 

17. Sold merchandise on account to R & S Co., $800, plus sales tax, $24. 
Received a 2-month, 6% note in settlement. 

18. Received a credit memorandum from Stabler Co. for merchandise 
returned, $120. 

18. Received payment from Paul, Inc. for sale of November 8, $515.10. 

21. Purchased merchandise on account from Phillips Products, $1,600, 
invoice dated November 21, terms 2/10, n/30. 

23. Sold merchandise on account to R & S Co., $150, plus sales tax, 
$4.50. 

25. Received a credit memorandum from Phillips Products for merchan¬ 
dise returned, $36.50. 

26. Purchased store equipment for cash, $600, and paid an additional 
$50 to install the equipment. Sold equipment purchased on Novem¬ 
ber 1 that was inadequate, cost $350, for $250. 

29. Issued a 30-day, non-interest-bearing note to Stabler Co. for the 
balance due, $3,080. 

30. Received an invoice from Lang Bros, for miscellaneous repairs, $65, 
invoice dated November 30, terms n/10. 

30. Paid the payroll for November 16-30, $515, less income taxes with¬ 
held, $72.60, and less old-age benefit taxes withheld, $7.73. 

30. Cash sales for November 16-30 were $2,518, plus sales tax col¬ 
lections, $75.54. 

Instructions: (1) Record the transactions for November in the five books 
of original entry shown above. Number checks and sales beginning with No. 
1 for each classification. 

(2) Rule the books of original entry and post to accounts in (a) the general 
ledger, (b) the subsidiary accounts receivable ledger, and (c) the subsidiary 
accounts payable ledger. Set up the general ledger accounts in balance form. 
In this problem you will post the totals of the Expenses Dr. columns in the 
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invoice record and in the record of checks drawn to the expenses control 
account, but you need not maintain the sub-accounts showing the distri¬ 
bution of expenses. Set up the subsidiary ledger accounts in T form. 

(3) Prepare a trial balance of the general ledger and prepare summaries 
to prove the subsidiary ledgers. 

3-4, The account balances in the general ledger of the Norris Corpora¬ 
tion as of November 30 are shown in the trial balance below. Books of 
original entry as summarized for the month of December follow the trial 
balance. 

NORRIS CORPORATION 
Trial Balance 
November 30, 19 — 

First National Bank. $12,700 

Notes Receivable. 16,000 

Accounts Receivable. 58,000 

Allowance for Bad Debts. $ 1,100 

Merchandise Inventory. 64,000 

Office Supplies. 2,000 

Prepaid Insurance. 1,600 

Investment in Bessin Co. Common Stock. 27,500 

Furniture and Fixtures. 12,000 

Allowance for Depreciation of Furniture and Fixtures. . 4,200 

Buildings. 65,000 

Allowance for Depreciation of Buildings. 16,000 

Land. 45,000 

Notes Payable. 19,000 

Accounts Payable. 33,000 

O.A.B. Taxes Payable. 250 

State Unemployment Taxes Payable. 400 

Bonds Payable. 50,000 

Common Stock.!. 100,000 

Premium on Common Stock. 14,000 

Earned Surplus. 35,200 

Sales. 340,000 

Sales Returns and Allowances. 4,200 

Purchases. 220,000 

Freight In. 4,000 

Purchases Returns and Allowances. 1,600 

Sales Salaries and Commissions. 21,500 

Advertising. 12,000 

Miscellaneous Selling Expenses. 2,400 

Delivery Expense. 4,600 

Officers Salaries. 15,000 

Office Salaries. 13,400 

Taxes. 3,500 

Miscellaneous General Expense. 3,800 

Purchases Discounts. 1,600 

Interest Income. 850 

Sales Discounts. 2,800 

Interest Expense. 6.200 


$617,200 $617,200 
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The record of checks drawn summarized all checks written and was as 
follows: 


Record of Checks Drawn 


p. 

R. 

I’UKCHAHKH 

Dikc'ounth 

Tr. 

Employ lks 
Inc. Taxkh 
Pa\ablk 
Or. 

0 A B 
Taxes 
Payable 
Ck. 

First 

Natl 

Hank 

Cr. 

Ck. 

No. 

Date 

PAiEF 

Accounts 

Payable 

Dr 

Expenses 

Dk 

Sundry 

Da. 

P. 

R. 












_ 

-- 

_ - — 

— 

— 


150 

1,050 

75 

50,375 












31,150 

8,700 

11,800 



Sundry Debits reported in the record of checks drawn were: 

Notes Payable. $5,000 

Prepaid Insurance. 50 

Furniture and Fixtures. 250 

Investment in Carlson Co. Common. 6,500 

An analysis of expense payments resulted in the following distribution: 

Sales Returns and Allowances. $ 300 

Freight In. 50 

Sales Salaries and Commissions. 3,200 

Miscellaneous Selling Expenses. 100 

Officers Salaries. 3,000 

Office Salaries. 1,800 

Miscellaneous General Expense. 50 

Interest Expense. 200 

The following entries appeared in the general journal in December: 

Notes Receivable.: 3,500 

Accounts Receivable. 3,500 

Allowance for Bad Debts. 250 

Accounts Receivable. 250 

Accounts Payable. 200 

Purchases Returns and Allowances.. 200 

Taxes . 200 

O.A.B. Taxes Payable . 75 

State Unemployment Taxes Payable 125 


Instructions: (1) Set up T accounts and record the balances reported as 
of November 30. 

(2) Record directly in the accounts the transactions for the month of 
December as reported in the books of original entry. 

(3) Prepare a trial balance as of December 31. 

3-5. The account balances in the general ledger of the Warren Manufac¬ 
turing Company as of November 30 are shown in the trial balance below. 
Books of original entry as summarized for the month of December follow 
the trial balance. 
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WARREN MANUFACTURING COMPANY 
Trial Balance 
November 30, 19-- 

Security Bank. $27,750 

Petty Cash 250 

Notes Receivable 9,500 

Accounts Receivable 56,500 

Allowance for Bad Debts . $1,000 

Finished Goods Inventory . 38,000 

Goods in Process Inventory . 22,600 

Raw Materials Inventory 18,200 

Investment in Bailey Co. Common Stock . . 24,000 

Tools . 12,000 

Delivery Equipment . ... 10,000 

Allowance for Depreciation of Delivery Equipment .. 8,500 

Office Furniture and Fixtures . 6,000 

Allowance for Depreciation of Furniture and Fixtures 1,600 

Machinery and Equipment 60,000 

Allowance for Depreciation of Machinery and 

Equipment 12,200 

Buildings 72,000 

Allowance for Depreciation of Buildings. 8,400 

Land . . 40,000 

Patents 7,500 

Goodwill 25,000 

Notes Payable 22,000 

Accounts Payable 29,700 

Old-Age Benefit Taxes Payable . 600 

6% First Mortgage Payable . 100,000 

Common Stock 214,600 

Treasury Stock 16,000 

Retained Earnings 17,100 

Sales 388,400 

Sales Returns and Allowances . 6,000 

Raw Materials Purchases 86,000 

Freight In 4,400 

Raw Materials Purchases Returns . 2,000 

Direct Labor 69,500 

Indirect Labor t . 26,400 

Factory Superintendence 22,000 

Building Maintenance 3,200 

Factory Heat, Light, Power 21,000 

Factory Supplies 6,000 

Taxes . 16,400 

Miscellaneous Factory Expense . 3,200 

Sales Salaries 24,100 

Advertising 8,000 

Miscellaneous Selling Expense . 1,700 

Delivery Salaries 9,200 

Miscellaneous Delivery Expense . 2,200 

Officers Salaries 15,400 

Office Salaries . ... 12,000 

Office Supplies. 2,800 
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Insurance. 

Miscellaneous General Expense. 

Purchases Discount. 

Interest Income. 

Dividend Income. 

Sales Discount. 

Interest Expense. 


$805,400 $805,400 


The sales journal summarized both cash sales and sales on account and 
was as follows: 

Sales Journal 
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An analysis of expense vouchers showed the following distribution: 


Direct Labor . 

$8,000 

Factory Supplies. 

700 

Indirect Labor. 

2,600 

Taxes. 

. 2,100 

Factory Superintendence.... 

2,400 

Misc. Factory Expense. 

400 

Sales Salaries. 

2,700 

Advertising . 

500 

Delivery Salaries. 

1,000 

Misc. Selling Expense. 

200 

Officers Salaries. 

1,600 

Misc. Delivery Expense_ 

300 

Office Salaries. 

1,500 

Office Supplies. 

400 

Freight In. 

400 

Misc. General Expense. .. . 

200 

Building Maintenance .... 

600 

Interest Expense. 

600 

Factory Heat, Light, Power. 

2,400 




General Debits and Credits reported in the voucher register were as 


follows: 

Debits 


Credits 


Tools. 

$ 800 

Employees Income Taxes 


Office Furniture and Fixtures 

500 

Payable. 

. $1,600 

Machinery and Equipment... 

2,400 

Old-Age Benefit Taxes 

Notes Payable. 

Sales Returns and Allowancas 

12,000 

400 

Payable.. 

226 


The check register summarized all check? drawn and appeared as 
follows: 


Check Register 


Datf 

C’lIKCK 

No. 

Venn. 

No. 

I'A^ I.fc 

Accounts 

Paiaulu 

l)K. 

PUHniAHES 
Discounts 
(’u. j 

Security 

Bank 

Cr. 

















1 

41,775 

300 

41,475 


General journal entries in December were: 


Notes Receivable. 2,500 

Accounts Receivable. 2,500 

Allowance for Bad Debts. 400 

Accounts Receivable.. . 400 

Accounts Payable. 1,000 

Raw Materials Purchases Returns. 1,000 

Taxes. 625 

Old-Age Benefit Taxes Payable.. .. 225 

State Unemployment Taxes Payable. 400 


Instructions: (1) Set up T accounts and record the balances reported as 
of November 30. 

(2) Record directly in the accounts the transactions for the month of 
December as reported in the books of original entry. 

(3) Prepare a trial balance as of December 31. 
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STEPS IN THE The accounting routine at the close of the 

PERIODIC SUMMARY fiscal period is frequently referred to as the 

periodic summary and normally consists of the following steps: 

(1) A trial balance of the accounts in the ledger is taken. The trial balance 
offers a summary of the information as classified and summarized in the ledger, 
as well as a check on the accuracy of the recording process. 

(2) The data required to bring the accounts up to date are compiled. Before 
accounting statements can be prepared, all of the accountable information 
that has not been recorded must be determined. 

(3) A work sheet is prepared. By means of the work sheet, information in 
steps (1) and (2) is summarized and classified. 

(4) Accounting statements are prepared from the work sheet. Statements that 
summarize operations and that show the financial condition are prepared 
from the information supplied on the work sheet. 

(5) Accounts are adjusted and closed. Accounts in the ledger are brought 
up to date. Balances in nominal accounts are then closed, and the profit and 
loss detail is summarized in appropriate summary accounts. The result 
from operations as calculated in summary accounts is finally transferred to 
the appropriate proprietorship account. 

(6) A post-closing trial balance is taken. A trial balance is taken to check the 
equality of the debits and credits after the posting of the adjusting and closing 
entries. 

(7) Accounts are reversed. Accrued and deferred balances that were estab¬ 
lished by adjusting entries are returned to the nominal accounts that are to 
be used in accounting for activities involving these items m the new period. 

ADJUSTING THE The division of the life of a business into 

ACCOUNTS periods of arbitrary length creates many 

important problems for the accountant who must measure the financial 
progress for a certain period and report on the financial position at the 
end of this period. Transactions of the period have been recorded in 
balance sheet and profit and loss accounts. At the end of the period, 
mixed accounts require adjustment. At this time, too, other financial 
data not recognized cun'ently must be entered in the accounts in bring¬ 
ing the books up to date. Attention is directed in this chapter to the 
special problems that arise in bringing the accounts up to date and in 
summarizing their effects. The adjustment of accounts is considered 
under the following headings: 
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Asset Depreciation and Cost Amortization Deferred Expenses 

Probable Uncollectible Items Deferred Incomes 

Accrued Expenses Inventories 

Accrued Incomes 

It should be observed that while the discussion of adjustments is 
based upon their treatment in the books of account during the adjust¬ 
ing and closing phase of the accounting process, each adjustment would 
first appear on the work sheet. 


ASSET DEPRECIATION 
AND COST 
AMORTIZATION 


The charge to operations for the use of 
plant and equipment items during a period 
must be calculated and recorded at the end 


of the period. In recognizing depreciation on an asset, ojierations are 
charged with a portion of the cost of the asset, the carrying value of 
the asset being reduced by this amount. The asset account may be 
credited directly for the cost assigned to the current operating period. 
However, when it is desired that both original cost and the amount of 
the cost already charged to operations be shown, a valuation account 
is credited. In det^ermining the charge to be made to current operations, 
the cost of the asset less any estimated residual value is divided by the 
estimated useful life of the asset. To illustrate this procedure, assume 
the use of the following asset: 

Store equipment; co.st, $50,000; e.sfimated u.seful life, 10 years; esti¬ 
mated scrap value at the end of that time, $2,500. 


The entry to record the depreciation of store equipment for a year 


follows: 

Depreciation of Store E(iuipment .. . 4,750 

Allowance for Depreciation of Store Equipment. 4,750 


PROBABLE Provision is ordinarily made for the prob- 

ITE^*'**^^^***'^ able loss that will arise upon the collection of 

receivables created by sales of the current 
period. In recognizing the probable loss arising from the policy of 
granting credit to customers, operations are charged with the esti¬ 
mated loss, and receivables are reduced to their estimated collectible 
balance by means of a valuation account. When receivables actually 
prove uncollectible, they are charged against the valuation account 
balance. To illustrate the nature of the adjustment to be made for 
probable uncollectibles, assume that losses of $5,000 are expected on 
accounts arising from sales of the current period. The adjustment at 
the end of the period is: 


Loss from Bad Debts. 6,000 

Allowance for Bad Debts. 6,000 
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ACCRUED EXPENSES During the period, certain expenses may 

have been incurred although payment is not 
to be made until a subsequent period. At the end of the current period, 
it is necessary to determine and record the expenses that have not yet 
been recognized. In recording an accrued expense, an expense account 
is debited and an accrued liability account is credited. 

At the start of the new period, the balance in the accrued liability 
account may be transferred to the credit side of the appropriate ex¬ 
pense account by means of a reversing entry. The reversing entry makes 
it possible for the bookkeeper to record the expense payments in the 
new period in the usual manner. The expense account is debited for 
the full expense payments, the entry on the credit side of the account 
absorbing that part of the payments which was recognized as expense 
in the prior period. If reversing entries are not made for accrued ex¬ 
penses, expense payments will have to be analyzed as to (1) the amount 
representing payment of an accrued liability balance, and (2) the 
amount chargeable to expense of the current period. Reversing entries 
are normally made for accrued expenses in order to avoid the need for 
such analysis. 

Accounting for Accrued Expense Illustrated. To illustrate accounting 
for an accrued expense (1) when reversing entries are made and (2) 
when reversing entries are not made, assume that on December 31 
accrued salaries are $3.50. Payment of salaries foi’ the week ending 
January 4 is $1,000. Adjustments ate made and the books are closed 
annually on December 31. Entries would be made as follows: 


December 31 

Adjusting entry to record 
accrued salaries. 

December 31 

Closing entry to transfer 
expense to the profit 
and loss account 


January 1 

Reversing entry to trans¬ 
fer balance to the ac¬ 
count that ^^ill be 
charged when payment 
is made. 


January 4 

Payment of salaries for 
week ending January 4. 


(1) Assuming Accrued 
Expense Balance 

Is Reversed 


Salaries 

350 


Salaries Pavable 

150 

1 

Profit and Loss 

xxx 


Salaries 


xxx 

Salaries Payable 

350 


Salaries 


350 

Salaries 1,000 

Cash 1,000 


(2) Assuming Accrued 
Expense Balance 
Is Not Reversed 


Salaries 350 

Salaries Payable 350 


Profit and Loss xxx 
Salaries xxx 


No entry 


Salaries Payable 350 
Salaries 650 

Cash 1,000 
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ACCRUED INCOMES During the period, certain amounts may have 

been earned although collection is not to be 
made until a subsequent period. At the end of the period, then, 
it is necessary to determine and record the earnings that have not yet 
been recognized. In recording accrued income, an accrued asset ac¬ 
count is debited and an income account is credited. 

At the start of the new period, the balance in the accrued asset 
account may be transferred to the debit side of the appropriate income 
account by means of a reversing entry. The reversing entry makes it 
possible for the bookkeeper to record the receipt of income in the new 
period in the usual manner. The income account is credited for the 
full receipts, the entry on the debit side of the account absorbing that 
part of the receipts which was recognized as income of the prior period. 
If reversing entries are not made for accrued incomes, income receipts 
will have to be analyzed as to (1) the amount representing collection of 
an accrued asset balance and {2) the amount representing earnings of 
the current period. 


Accounting for Accrued Income Illustrated. T'o illustrate accounting 
for accrued income (1) when reversing entries are made and (2) when 
reversing entries are not made, assume that on December 31, the end 
of a fiscal year, interest for 2 months is accrued on $10,000 of 6% bonds 
owned. Interest on bonds is received semiannually. Adjustments 
are made and the books are closed annually on December 31. Entries 
would be made as follows; 


December 81 

Adjusting entry to record 
accrued interest. 


December 31 

Closing entry to transfer 
income to the profit and 
loss account. 

January 1 

Reversing entry to trans¬ 
fer balance to the ac¬ 
count that will be cred¬ 
ited when collection is 
made. 

April 30 

Collection of interest for 
six-month period. 


(1) Assuming Accrued 
Income Balance Is 
Reversed 


Accrued Interest 
on Investment in 
Bonds 100 

Intere'-t Income 100 


Interest Income xxx 
Profit and Loss xxx 


Interest Income. 100 
Accrued Interest 
on Investment 
in Bonds 100 


Cash 300 

Interest Income 300 


(2) Assuming Accrued 
Income Balance Is 
Not Reversed 


Accrued Interest 
on Investment in 
Bonds 100 

Interest Income 100 


Interest Income xxx 
Profit and Loss xxx 


No entry 


Cash . 300 

Accrued Interest 
on Investment 
in Bonds 100 

Interest Income 200 
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DEFERRED EXPENSES Charges may have been incurred for services 

or commodities that are not to be received 
or used up in the current period. At the end of the period it is neces¬ 
sary to determine and record the portions of such charges that are ap¬ 
plicable to subsequent periods. Such charges are to be deferred and 
reported as assets. 

The method of adjusting for such deferred expenses depends upon 
how the expenditure was originally entered in the accounts. The 
charge for the commodity or service may have been recorded as a 
debit to (1) an expense account or (2) an asset account. 

Original Debit to an Expense Account. If an expense account was 
originally debited, an appropriate asset account is debited for the ex¬ 
pense applicable to a future period and the expense account is credited. 
The expense account then remains with a debit balance representing 
the amount applicable to the current accounting period. 

The deferred balance in the asset account is ordinarily returned 
to the expense account at the start of the next period by a reversing 
entry. This is desirable, since further expenditures of the same char¬ 
acter will continue to be recorded in the expense account, and the ex¬ 
pense account at the end of the next fiscal period should show all of 
the relevant data for purposes of determining and recording the re¬ 
quired adjustment at that time. 

Original Debit to an Asset Account. If an asset account was originally 
debited, an appropriate expense account is debited for the expense 
portion applicable to the current period and the asset account is 
credited. The asset account remains with a debit balance that shows 
the amount applicable to future periods. In this instance, no transfer 
of the asset balance to an expense account at the start of the new period 
is made, since subsequent expenditures for the same purpose will con¬ 
tinue to be recorded in the asset account. 

Accounting for Deferred Expense Illustrated. To illustrate the two 
methods of accounting, assume that a 3-year insurance policy, dated 
July 1, is purchased for $900. Adjustments are made and the books 
are closed annually on December 31. The required entries are given 
at the top of the following page. 

DEFERRED INCOMES During the period, income may have been 

recognized in advance of fulfillment of obli¬ 
gations in the form of services or commodities. At the end of the 
period it is necessary to determine and record the amounts of such 
incomes that are unearned and applicable to future periods. Such 
credits are to be deferred and reported as liabilities. 
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(1) Assuming that the 
Charge Is Made 
to an Expense Ac¬ 
count 

(2) Assuming that the 
Charge Is Made to 
an Asset Account 

July 1 

Payment of premiunl. 

Insurance 900 

Cash 900 

Unexpired 

Insurance 900 

Cash 900 

December 81 

Adjust in gentry to record: 

(1) deterred portion. 

(2) expired portion. 

Unexpired 

Insurance 750 

Insurance 750 

Insurance 150 

Unexpired 

Insurance 150 

December 31 

Closing pntry to transfer 
expense to the profit and 
lo s account. 

Profit and Loss 150 
Insurance 150 

Profit and Loss 150 
Insurance 150 

January 1 

Reversing entry to transfei i 
balance to the account 
that will be charged with 
subsequent expendi¬ 
tures. 

Insurance 750 

UiK'xpired 

Insurance 750 

1 

No entry 


The method of adjusting for such deferred income items depends 
upon how the income was originally entered in the accounts. The 
income may have been recorded as a credit to (1) an income account 
or (2) a liability account. 

Original Credit to an Income Account. If an income account was 
originally credited, this account is debited and an appropriate liability 
account is credited for the income applicable to a future period. The 
income account remains with a credit balance representing the earn¬ 
ings applicable to the current accounting period. 

The deferred income in the liability account is ordinarily returned 
to the income account at the start of the next period by means of a 
reversing entry. This is desirable, since fuilher income of the same 
character will continue to be recorded in the income account, and the 
income account at the end of the next fiscal period should show all of 
the relevant data for purposes of determining and recording the re¬ 
quired adjustment at that time. 

Original Credit to a Liability Account. If a liability account was 
originally credited, this account is debited and an appropriate income 
account is credited for the portion of the income that is applicable to 
the current period. The liability account remains with a credit balance 
that shows the amount applicable to future periods. In this instance, 
no transfer of the liability balance to an income account is made, since 
subsequent income of the same character will continue to be recorded 
in the liability accoimt. 
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Accounting for Deferred Income Illustrated. To illustrate the two 
methods of accounting, assume that on October 1, $600 is collected 
representing rental income for a period of one year from this date. 
Adjustments are made and the books are closed annually on December 
31. The required entries are as follows: 



(1 ) Assuming that the 
Credit Is Made to 
an Income Account 

(2) Assuming that the 
Credit Is Made to 
! a Liability Account 

October 1 

Collection of rent. 

Cash 600 

Rental Income 600 

Cash ... 600 

Unearned 

Rental Income 600 

December 31 

Adjusting entry to record: 

(1) deferred portion. 

(2) earned portion. 

Rental Income 450 
Unearned 

Rental Income 4)0 

Unearned 

Rental Income 150 
Rental Income 150 

December 31 

Closing entry to transfer 
income to the profit and 
loss account. 

Rental Income 150 

Profit and Loss 150 

Rental Income 150 

Profit and Loss 150 

January 1 

Reversing entry to transfer 
balance to the account 
that will be credited with 
subsequent income. 

Unearned 

Rental Income 450 
Rental Income 450 

No entry 


INVENTORIES When perpetual or book inventory records 

are not maintained, physical inventories 
must be taken at the end of the period to determine the inventory 
amount to be reported on the balance sheet and the cost of goods sold 
amount to be reported on the statement of profit and loss. When 
perpetual or book inventories are maintained, the ending inventory 
balance and the cost of goods sold balance appear in the ledger and no 
adjustment is required. The two practices are described for trading 
and manufacturing concerns in the following paragraphs. 

Physical Inventories — The Trading Enterprise. In a trading con¬ 
cern, the beginning inventory and the balance in the purchases ac¬ 
count may be closed into the profit and loss account. The ending in¬ 
ventory is then recorded by a debit to the inventory account and a 
credit to the profit and loss account. The asset account now reflects 
the inventory balance at the end of the period; the profit and loss ac¬ 
count shows the cost of goods sold. To illustrate, assume the following 
facts: merchandise on hand, January 1, 1953, $40,000; purchases, 
1953, $310,000; merchandise on hand, December 31, 1953, $50,000. 
The entries to close the beginning balance and to record the ending 
inventory follow; 
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To close the beginning Profit and Loss. 40,000 

inventory balance: Merchandise Inventory. 40,000 

To record the ending Merchandise Inventory. 50,000 

inventory balance: Profit and Loss. 50,000 


After Purchases has been closed into Profit and Loss, the inventory 
and profit and loss accounts appear as follows: 


Merchandise Inventory 


Beginning Inventory 

40,000 

To Profit and Loss 

40,000 

Ending Inventory 

50,000 




Profit and Loss 


Beginning Inventory 
Purchases 

40,000 

310,000 

Ending Inventory 

50,000 


(Balance, $300,000, Cost of Goods Sold) 


After the accounts have been adjusted and the ending inventory 
has been recorded, remaining income and expense items may be trans¬ 
ferred to the profit and loss account. Assuming that sales, other in¬ 
come, and extraordinary gains for the enterprise considered above total 
$515,000 and expenses and extraordinary losses are $165,000, the profit 
and loss account will show a credit balance of $50,000 after these 
balances are closed. 

If these facts relate to a corporation, the income taxes for the 
period are estimated and recorded by a debit to the profit and loss 
account and a credit to a current liability account. The balance in the 
summary account may now be transferred to Earned Suiplus. Assum¬ 
ing that the taxes are estimated at $15,000, the profit and loss, tax 
liability, and surplus accounts will appear as follows upon completion 
of the adjusting and closing process: 


Profit and I.oss 


Beginning Inventory 

40,000 i 

1 Ending Inventory 

50,000 

Purchases 

310,000 

Income and Ciains 

515,000 

Expenses and Losses 

165,000 



Income Taxes 

15,000 



Increase in Earned Surplus 

35,000 




'565,000 


565,000 


Estimated Income T axes Payable _ 

1 Estimated Income Taxes 15,000 


Earned Surplus 

Increase from Profit and 
and Loss 35,000 
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Physical Inventories — The Manufacturing Enterprise. In a man¬ 
ufacturing organization, three inventories are recognized: raw materi¬ 
als, goods in process, and finished goods. If the cost of goods man¬ 
ufactured is to be summarized separately, beginning and ending raw 
materials and goods in process inventories are recorded in a manu¬ 
facturing account, and beginning and ending finished goods inventories 
are recorded in the profit and loss account. To illustrate the entries 
to close beginning inventories and to record ending balances, assume 
the following data: 

Inventories, January 1, 1953: Raw Materials, $30,000; Goods in Process, 
$25,000; Finished Goods, $40,000. 

Charges incurred during 1953: Raw Materials Purchases, $110,000; Direct 
Labor, $140,000; Manufacturing Expenses, $80,000. 

Inventories, December 31, 1953: Raw Materials, $40,000; Goods in Process, 
$35,000; Finished Goods, $50,000. 


The entries to close the beginning inventories and to record the 
ending inventories follow: 


To close the beginning 
inventory balances: 

Manufacturing. 

Raw Materials Inventory. 

30,000 

30,000 


Manufacturing. 

Goods in Process Inventory... 

25,000 

25,000 


Profit and Loss . 

Finished Goods Inventory. . .. 

40,000 

40,000 

To record the ending 
inventory balances: 

Raw Materials Inventory. 

Manufacturing. 

40,000 

40,000 


Goods in Process Inventory. 

Manufacturing. 

35,000 

35,000 


Finished Goods Inventory. 

Profit and Loss. 

50,000 

50,000 


After manufacturing costs are closed into the manufacturing ac¬ 
count, the inventory and summary accounts are as follows: 


Raw MATEKIAI.S Inventory 


Beginning Inventory 

30,000 

To Manufacturing 

30,000 

Ending Inventory 

40,000 




Goods in Process Inventory 


Beginning Inventory 

Ending Inventory 

25,000 

35,000 

To Manufacturing 

25,000 
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Finished Goods Inventory 


Beginning Inventory 

40,000 

To Profit and Loss 

40,000 

Ending Inventory 

50,000 




Manufacturing 


Beginning Raw Materials 
Inventory 

Beginning Goods in Process 
Inventory 

Raw Materials Purchases 
Direct Labor 
Manufacturing Expense 

30,000 

25,000 

110,000 

140,000 

80,000 

Ending Raw Materials In¬ 
ventory 

Ending Goods in Process In¬ 
ventory 

40,000 

35,000 

(Balance, $310,000, Cost of Goods Manufactured') 



Profit and Loss 


Beginning Finished Goods 
Inventory 

40,000 

Ending Finished Goods In¬ 
ventory 

50,000 


In closing the accounts, the balance in the manufacturing account 
representing the (*ost of goods manufactured is transferred to the profit 
and loss account; the latter account then shows the cost of goods 
sold. Remaining profit and loss items are transferred to the profit 
and loss account. The income tax liability is recorded, and the bal- 
ai.ce in the profit and loss account is then transferred to Earned Sur¬ 
plus. Summary, tax liability, and surplus accounts will appear as 
follows: 

MaNITFA(TURING 


Beginning Raw Materials 


I Ending Raw Materials In- 


Inventory 

30,000 

ventory 

40,000 

Beginning Goods in Process 


1 Ending Goods in Process In- 


Inventory 

25,000 

ventory 

35,000 

Raw Materials Purchases 

110,000 

1 Cost of Goods Manufactured 


Direct Labor 

140,000 

to Profit and Loss 

310,000 

Manufacturing Expense 

80,000 




385,000 


385,000 


lOlOFIT 

\ND Loss 


Beginning Finished Goods 


Ending Finished Goods 


Inventory 

40,000 

Inventory 

50,000 

Cost of Goods Manufactured 

Income and Gains 

515,000 

from Manufacturing 

810,000 



Expenses and Losses 

165,000 



Income Taxes 

15,000 

1 


Increase in Earned Surplus 

35,000 




565,000 


565,000 
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_ Estimated Income Taxes Payable _ 

I Estimated Income Taxes 15,000 

Earned Surplus 

Increase from Profit and 
Loss 35,000 

Perpetual Inventories — The Trading Enterprise. When the per¬ 
petual inventory plan is maintained, the inventory account instead 
of Purchases is debited upon the purchase of merchandise. When a sale 
takes place, two entries are required: (1) the sale is recorded in the 
usual manner, and (2) the merchandise removed from stock is recorded 
by a debit to Cost of Goods Sold and a credit to the inventory account. 
Subsidiary records for inventory items are noi’mally maintained. 
Detailed increases and decreases in the various inventory items are 
reported in the subsidiary accounts, and the costs of goods purchased 
and sold are summarized in the merchandise controlling account. 
Physical counts of the merchandise are made at regular intervals 
during the period to check on the accuracy of the book record. In the 
event of discrepancies between the book record and actual amounts 
on hand, appropriate adjustments are made to bring the book record 
into agreement with the amounts determined by physical count. 
At the end of the period, the inventory account reflects the inventory 
on hand; the cost of goods sold account is closed into Profit and Loss. 
The inventory and cost of goods sold accounts, together with the other 
accounts affected in the closing process, will appear as follows: 


Merchandise Inventory 


(Beginning Inventory)^ 
(Purchases) 

50,000 

320,000 

(Cos! of Goods Sold) 

300,000 

(Balance, $70,000, Ending Inventory) 



Cost of Goods Sold 


(Cost of Goods Soldi 

;iOO,ooo 

j To Profit and Loss 

300,000 


Profit and Loss 


Cost of Goods Sold 
Expenses and Losses 
Income Taxes 

Increase in Earned Surplus 

300,000 

165,000 

15,000 

35,000 

Income and (lains 

515,000 


515,000 


515,000 


’In this and the following illustration, items reported in parentheses are those which 
have been recorded currently; remaining entries are made in adjusting and closing 
the accounts at the end of the period. 




Ch 41 


THE PERIODIC SUMMARY 


97 


_ Estimated Income Taxes Payable _ 

j Estimated Income Taxes 16,000 

_^RNED Surplus _ 

Increase from Profit and 

Loss 35,000 

Even where the cost of goods sold is obtained by means of physical 
inventories, one may prefer to follow a closing procedure similar to 
the foregoing. The purchases account is closed into the merchandise 
inventory account. The merchandise account is then reduced to the 
ending inventory figure, a cost of goods sold account being opened 
and charged with the inventory decrease. Cost of Goods Sold is then 
closed into Profit and Loss as above. 

Perpetual Inventories — The Manufacturing Enterprise. When 
perpetual inventories are maintained by a manufacturing enterprise, 
raw materials purchases are recorded by chf '•ges to Raw Materials 
Inventory. Materials removed from stores fo’* processing result in a 
charge to Goods in Process Inventory and a credit to Raw Materials 
Inventory. Labor and manufacturing costs, likewise, are charged to 
Goods in Process Inventory. Finished Goods Inventory is debited 
and the goods in process inventory account is credited for the costs 
relating to goods completed and transferred into the finished goods 
stock from factory processing centers. The entry to record a sale is 
accompanied by an entry to record the cost of goods sold. Cost of 
Goods Sold being debitc'd and Finished Goods Inventory credited. 
At the end of the period, inventory accounts reflect ending balances; 
the cost of goods sold account is closed into Profit and Loss. Normally, 
the raw materials, goods in process, and finished goods inventory 
accounts are controlling accounts, individual increases and decreases 
in the various inventory items being reported in the respective sub¬ 
sidiary ledgers. Frequently, such procedures are maintained as a part 
of a cost system designed to offer detailed information concerning job 
order or process costs. PeiTjetual inventory accounts and the cost of 
goods sold account, together with the other accounts affected in the 
closing process, will appear as follows: 


Raw Materials Inventory 


(Beginning Inventory) 

80,000 

(Materials Used in Proc- 


(Raw Materials Pur¬ 
chases) 

110,000 

essing) 

100,000 


(Balance, $40,000, Ending Inventory) 
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Goods in Process Inventory 


(Beginning Inventory) 

25,000 

(Cost of Goods Manu- 

310,000 

(Materials Used in Proc- 


factured) 


easing) 

100,000 



(Direct Labor) 

140,000 



(Manufacturing Expense) 

80,000 



(Balance, $35,000, Ending Inventory) 


Finished Goods Inventory 


(Beginning Inventory) 
(Cost of Goods Manu- 

40,000 

(Cost of Goods Sold) 

300,000 

factured) 

310,000 1 

1 

1 


(Balance, $50,000, Ending Inventory) 



Cost of Goods Sold 


(Cost of Goods Sold) 

300,000 1 

To I’rofit and Loss 

300,000 


Profit and Loss 



Cost of Goods Sold 

300,000 

Income and Gaii.s 

515,000 

Expenses and Losses 

165,000 



Income Taxes 

15,000 



Increase in Earned Surplus 

35,000 




515,000 


515,000 


— 


—=- 


FJktimatrd Incomk Taxes "Payable 

Estimated Income Taxes 15,000 


E\rned SURI’UTS 

Increase from Profit and 
Loss 55,000 

Even when cost of goods sold for a manufacturing enterprise is to 
be obtained by means of physical inventories, one may prefer to follow 
a closing procedure similar to the foregoing. The raw materials pur¬ 
chases account is closed into the raw materials inventory account. 
The inventory account is then reduced to the ending inventory bal¬ 
ance, Goods in Process Inventory being charged with the decrease in 
raw materials. Direct labor and manufacturing expense accounts are 
closed into Goods in Process Inventory. Goods in Process Inventory 
is then reduced to the ending inventory figure. Finished Goods In- 
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ventory being debited. Finished Goods Inventory is finally reduced to 
its ending balance, a cost of goods sold account being opened and 
charged with the inventory decrease. Cost of Goods Sold is closed 
into Profit and Loss as shown. 


ACCOUNTING REPORTS In the preceding pages of this chapter, 

ACCRUA^ ^AS?S^* adjustments were made at the end of the 

period in the attempt to measure accurately 
income and expenses of the fiscal period. Income earned rather than 
income received in the form of cash, and expenses incurred rather than 
expenses paid were considered and given effect in the measurement of 
profit and loss. Statements recognizing income in the period when 
earned and expenses in the period when incurred are said to be pre¬ 
pared on the accrual basi‘i. Foi' most businesses, siitisfactory measure¬ 
ment of operating results can be achieved only through use of the ac¬ 
crual basis of accounting 


Statements are said to be prepart*d on a cos' ham when income and 
expenses are recognized only upon the receipt and the disbursement of 
cash. A pure cash basis recognizes income from the sale of goods and 
services only when collections from customers arc made; it recognizes 
expenses only when payments are made for depi-eciable assets, goods, 
services, and other operating costs. There is no recognition of a bad 
debt loss, since there is no recognition of revenue until cash is received; 
there is no recognition of depi'cciation, since the entire cost of the plant 
or equipment item is recognized as expense at the time of its purchase 
and payment. 

The federal government permits the tiling of tax returns on the 
accrual basis or on the cash basis. But the cash basis for tax purposes 
is defined as a combination cash-accrual basis, since it is recognized 
that the application of a sti’ict cash approach as suggested above might 
result in serious distortions in net income measurement; furthermore, 
a strictly ca.sh approach would offer a means of shifting significant 
amounts of income from one year to another by control of cash receipts 
and disbursements. For tax purposes, the following requirements must 
be observed: 


(1) When goods are sold, income from sales must include full recognition of 
sales on account, and cost of goods sold must include full recognition of pur¬ 
chases on account and inventories, even though the cash basis for reporting 
income is adopted. In the case of trading or manufacturing companies, then, 
the gross profit on sales will be the same regardless of cash or accrual report¬ 
ing. Professional men or companies engaged in selling services, however, in 
adopting the cash basis would disregard receivables from clients for services 
rendered and would recognize as income only those amounts actually col- 
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lected from clients during the period for services of the past or present or 
for services to be rendered in the future. 

(2) When income from receivables must be recognized, the taxpayer is 
given the option of recognizing as a loss from bad debts (a) those amounts 
actually written off as uncollectible during the period or (b) the amount 
anticipated to be uncollectible and established through satisfactory valuation 
procedures. 

(3) In the case of acquisitions of plant and equipment, deductions from in¬ 
come are allowed only to the extent of the depreciation or amortization 
allocable to the current period regardless of the basis of accounting adopted. 

(4) The policy that is adopted for reporting must be employed consistently 
each period. 

Use of the cash basis, then, generally means the use of a hybrid 
system, with sales, purchases, depreciation, and bad debts being re¬ 
ported as on the accrual basis, but with the remaining income and ex¬ 
pense items being measured on a cash basis without regard to accrued 
and deferred items. The cash basis offers certain advantages in the 
form of simpler and more economical bookkeeping. A summary of 
operations prepared on this basis may be acceptable when failure to 
recognize accruals and deferrals results in relatively minor errors of a 
compensating nature with no material effect upon the periodic profit 
or loss figures. When accruals and deferrals are .significant in amount 
and vary from period to period, however, satisfactory income measure¬ 
ment would call for the appropriate recognition of these items by the 
adoption of the accrual basis. 

FROM TRANSACTIONS Preceding pages have stressed the impor- 
TO STATEMENTS tance of accounting reports in modern eco¬ 

nomic society. The standard procedures used in recording transactions 
and events incident to the preparation of such reiiorts have been 
recalled in brief. The treatment applied to these transactions and 
events is called the accounting process. 

The accounting process includes the entire field of analyzing, 
classifying, recording, and summarizing as practiced by accountants. 
It includes the successive steps that constitute the bookkeeping or 
accounting cycle. It stai’ts with the first written record of the trans¬ 
action or the event and concludes with the final summarized accounting 
statements. 

The significance of the accounting process and its universal ap¬ 
plicability to every unit of whatever size in our economic society must 
be appreciated. While the process may be modified to suit conditions 
peculiar to the economic unit, parts that have been reviewed here are 
basic in accounting for every business unit. 
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QUESTIONS 

L List and describe the steps in the periodic summary. State why each 
step is indispensable. 

2. Distinguish between a pre-closing trial balance and a post-closing 
trial balance. 

3. Explain the nature and the purpose of (a) adjusting entries, (b) 
closing entries, and (c) reversing entries. 

4. (a) State a general rule that may be applied in the determination of 
when to reverse entries, (b) Give examples for both accrued income and 
accrued expense items where exceptions to the rule can be supported. 

5. A member of the board of directors of the Monarch Co. suggests that 
depreciation be reported following the net income determination inasmuch 
as the depreciation did not cost the company anything currently. What 
reply would you make? 

6. Payment of insurance in advance may be recorded in either (a) an 
expense account or (b) an asset account. Which method would you recom¬ 
mend? What periodic entries are required under each method? 

7. The receipt of rentals in advance may be recorded in either (a) an 
income account or (b) a liability account. 'Which method would you 
recommend? What periodic entries are required under each method? 

8. (a) Distinguish between physical and perpetual inventory methods, 
(b) Does a perpetual inventory method eliminate the need for physical 
counts of merchandise on hand? 

9. Upon inspecting the books for Wiggins, Inc., you find that the begin¬ 
ning inventory was raised to the ending balance and the profit and loss 
account was credited for the variation betw(‘en beginning and ending 
inventories in adjusting the accounts. Furthermore, in the preparation 
of the income statement, a summary of the inventory variation was given, 
and the net inventory increase was subtracted from purchases in calculat¬ 
ing cost of goods sold. Evaluate these' procedures. 

10. Distinguish between accounting on a cash basis and on an accrual 
basis. 

11. '‘Use of the cash basis generally means something less than full cash 
basis reporting.'" Explain. 


EXERCISES 

1. D. A. Reed had his own $1,000, 6-month note discounted at the bank 
on October 31. The entry to record the transaction was: 


Cash. 970 

Deferred Interest Expense . 30 

Notes Payable . 1,000 


(a) What adjustment is required on December 31? What reversing entry, 
if any, is required? (b) What nominal account could be debited instead 
of Deferred Interest Expense? What adjustment would then be nec¬ 
essary? What reversing entry, if any, would be necessary? 
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2. Reed received rent of $1,800 for 1 year on January 31. He recorded 
the transaction as follows: 

Cash. 1,800 

Unearned Rental Income. 1,800 


(a) What adjustment is required on December 31? What reversing entry, 
if any, is required? (b) What nominal account could have been credited 
instead of Unearned Rental Income? What adjustment would then be 
necessary? What reversing entry, if any, would be necessary? 

3. In analyzing the accounts of L. S. Stone, the adjusting data listed 
below are determined on December 31, the end of an annual fiscal period, 
(a) What adjusting entry would be made for each item? (b) What re¬ 
versing entry would be made for each item? (c) What sources would pro¬ 
vide the information for each adjustment? 

, (1) The unexpired insurance account shows a debit of $450, representing 
the cost of a 3-year fire insurance policy dated September 1. 

^(2) On November 1, Rental Income was credited for $600, representing 
income from a subrental for a 3-month period beginning on that date. 

(3) Purchase of advertising supplies for $400 during the year was recorded 
in the advertising expense account. On December 31 supplies of $60 
are on hand. 

(4) On August 1, $750 was paid as rent for a 6-month period beginning on 
that date. The expense account Rent was debited. 

^5) Miscellaneous Otlice Expense was debited for office supplies of $860 
purchased during the year. On December 31 office supplies of $280 
are on hand. 

(6) Interest expense includes a note discount charge of $4 applicable to 
January of the following year. 

(7) Interest of $12 is accrued on notes payable. 

4. In analyzing the accounts for the W. D. ^Arnold Sales Corp., you find 
the following data. Give any entries that are required to correct and bring 
the books up to date on December 31, 1953. State which entries require 
reversing at the beginning of the new fiscal period. 

(1) The rental income account had been credited for rental receipts of 
$3,600. On December 31, $400 is unearned. In addition it is found 
that certain property was rented on November 1, 1953, at $150 per 
month, but the rent for November and December will not be received 
until February 1, 1954. 

(2) Advertising expense was debited for $800, the cost of advertising 
supplies purchased. There are supplies of $120 on hand. In addition, 
a contract for radio advertising for 1 year beginning December 1, 
1953, was made. The rate is $120 for a 3-month period payable at the 
end of each such period. 

(3) It is found that the following adjustments were overlooked in closing 
the books on December 31, 1952: 

(a) Depreciation on store equipment, $50. 

(b) Accrued interest on notes payable, $60. 

(c) Interest received in advance on notes receivable, $25. 

(d) Insurance paid in advance, $40 (Miscellaneous Expense is debited 
for insurance payments). 
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5. Upon inspecting the accounts for the Proctor Co. at the end of 1953, 
you find the following data. What entries are required to correct the 
accounts? 

(a) A sale of merchandise for $600 had been made on December 31, 1952. 
The merchandise, cost $450, was delivered to the customer on this 
date and was not included in the ending inventory. However, the 
sale was not recorded until remittance was received on January 10, 
1953. 

(b) 50 shares of X Company stock were sold at $60 per share on July 8, 
1953. The bookkeeper debited Cash and credited the investment 
account for proceeds from the sale, $3,000. The investment account 
shows that 100 shares of this stock were originally acquired at a cost 
of $7,500. 

(c) Raw materials, cost $400, received on December 31, 1952, had been 
included in the inventory of raw materials taken on that date. How¬ 
ever, the materials were recorded as a purchase on January 4, 1953, 
when the invoice was received. 

(d) Equipment, cost $6,000, acquired on July 1, 1949, depreciated on a 
5-year basis, was destroyed by fire on Ma> 1, 1953. Cash was debited 
and Equipment was credited for $800, the proceeds from an insurance 
policy. 

6. Some of the accounts that appear in the ledger of the Mills Manu¬ 
facturing Co. on November 30, the end of an annual fiscal period, follow: 


Raw Materials Inventory .$ 60,000 Direct Labor.$130,000 

Goods in Process Inventory 50,000 Manufacturing Expenses. . 100,000 

Finished Goods Inventory 70,000 Sales. 800,000 

Raw Materials Purchases 340,000 Operating Expenses . 150,000 


Physical inventories on November 30 are: Raw Materials, $80,000; Goods in 
Process, $60,000; Finished Goods, $60,000. The federal income tax liability 
is estimated at 30^ of net income. 

Assuming no further adjustments, give the entries required to adjust 
and close the accounts according to two different methods. 


7. Reiss and Taylor, attorneys, summarize income on a cash basis. 
Their net income for 1953 is calculated at $14,600. What income would 
they have shown for the year if income had been calculated on the accrual 
basis and the following adjusting data were recognized? 

January 1, 1953 Dec. 31, 1953 

Receivables from clients . $12,000 $10,600 

Office supplies on hand. 310 360 

Unearned retainer income. 1,600 3,000 

Miscellaneous accrued expenses. 450 300 


8. The income statement for the Blaine Co. for 1953 shows: interest 
income, $805; interest expense, $1,240. A comparative balance sheet at 
the end of 1953 reports: 


January 1, 1953 Dec. 31, 1953 

Accrued interest receivable. . ... $140 $305 

Deferred interest income ... 200 160 

Accrued interest payable. 125 540 

Deferred interest expense. 150 300 

What were the amounts of interest cash received and paid in 1953? 
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PROBLEMS 

4-1. The trial balance of the Kent Corporation shows among other items 
the following balances on December 31, 1953, the end of a fiscal year: 


Accounts Receivable. $22,500 

Bonds of Allen Corporation. 25,000 

Buildings. 90,000 

Allowance for Depreciation of Buildings. $ 7,000 

Land. 50,000 

6% First Mortgage Bonds. 100,000 

Rental Income. 26 000 

Office Expense. 800 


The following facts are ascertained on this date upon inspection of the 
records of the company: 

(a) It is estimated that approximately 5% of accounts receivable may 
prove uncollectible. 

(b) Interest is receivable semiannually on the Allen Corporation Bonds 
on March 1 and September 1. 

(c) Buildings are depreciated at 2^2% a year; however, there were 
building additions of $20,000 during the year. The company com¬ 
putes depreciation on fixed asset acquisitions during the year at one 
half the annual rate. 

(d) Interest on the first mortgage bonds is payable semiannually on 
February 1 and August 1. 

(e) Rental Income includes $1,800 that was received on October 1, repre¬ 
senting rent on part of the buildings for the period October 1, 1953, 
to September 30, 1954. 

(f) Office Supplies of $350 are on hand on December 31. Purchases of 
office supplies were charged to the office expense account. 

Instructions: (1) Prepare the journal entries to adjust the books on 
December 31, 1953. 

(2) Give the reversing entries that would' be made at the beginning of 
1954. 

4-2. The trial balance of the Walsh Company shows among other items 
the following balances on December 31, 1953, the end of a fiscal year: 


Accounts Receivable. .. $22,500 

Allowance for Doubtful Accounts. ' $ 180 

3 J/2 % Bonds of Blakely, Inc. 30,000 

Buildings. 75,000 

Allowance for Depreciation of Buildings. 1,500 

Unexpired Insurance. 430 

Notes Payable. 7,500 

Unearned Rental Income. 1*400 

Advertising Expense. 3,000 

Interest Income. 300 


The following facts are ascertained on this date upon inspection of the 
records of the company: 

(a) After careful examination of the accounts receivable, it was estimated 
that the Allowance for Doubtful Accounts should be brought up to 
2% of the accounts receivable. 
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(b) Interest on the bonds of Blakely, Inc. is collected semiannually on 
March 1 and September 1. 

(c) Buildings are depreciated at 3^^ per year: however, there were build¬ 
ing additions during the year costing $15,000. The company computes 
depreciation on fixed asset acquisitions during the year at one half 
the annual rate. 

(d) The $7,500 note was issued on August 31, 1953, and accrues interest 
at which is payable upon maturity of the note, August 31, 1954. 

(e) Payments for insurance coverage were made as follows: 


Policy Dates 

Coverage (years) 

Premium 

May 1, 1952 

3 

$180 

Sept. 30, 1953 

1 

140 

Nov. 30, 1953 

1 

150 


(f) The unearned rental income account was credited for $1,400 on 
August 1, 1953, representing rental from August 1, 1953, to April 1, 
1954. 

(g) Advertising materials of $900 were purchased from January 1 to Decem¬ 
ber 31 and were charged to the advertising expense account. No 
materials were on hand on January 1,1953. Approximately two thirds 
of the materials purchased had been used uj> by December 31, 1953. 

(h) It is determined that $35 of the $360 interest income balance is un¬ 
earned on December 31, 1953. 

InHtruclions: (1) Prepare the journal entries to adjust the books on 
December 31, 1953. 

(2) Prepare the reversing entries that would be made on January 1, 1954. 

4-3. The following data were compiled for the Allied Supplies Corp. on 
December 31, 1953, the close of an annual fiscal period: 

(a) On December 1, 1953, part of the building space was sublet by the 
company. $450 was collected, representing rent for a 6-month period. 
Unearned Rental Income was credited for the cash received. 

(b) $180 was paid on a 3-year insurance policy dated October 1, 1953. 
Unexpired Insurance was debited for the payment. 

(c) On November 1, 1953, the company borrowed cash on a $7,500 1- 
year, non-interest-bearing note. The note was discounted by the bank 
at 6^/^. The discount was recorded as Interest Expense. 

(d) A $5,000, 6-month note dated October 1 had been received from a cus¬ 
tomer. Interest at 6^^; is payable at maturity. 

(e) Bonds of $100,000 are outstanding. Interest at 4^ 0 % is payable semi¬ 
annually on February 1 and August 1. 

(f) A l-year, non-interest-bearing note for $2,500, dated October 31, 
1953, was received from a customer. The customer was credited for 
$2,500 less discount at 6^. Interest Income was credited for the dis¬ 
count. 

(g) Delivery equipment acquired on August 1, 1953, for $6,000 has an 
estimated life of 4 years with an estimated trade-in value of $600 at 
that time. 

Instructions: (1) Give the necessary adjusting entries. 

(2) List the letters of those entries that should be reversed at the be¬ 
ginning of 1954. 
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4-4^ The following data are compiled for Hearne Manufacturers, Inc. on 
December 31, 1953, the close of an annual fiscal period: 

(a) Interest of $75 is accrued on notes receivable. 

(b) Office Expense was debited for purchases of office supplies. Supplies 
of $40 are on hand. 

(c) On December 31, 1953, the allowance for bad debts account has a 
credit balance of $125. The account is to be maintained at 4% of 
accounts receivable. Accounts receivable on December 31, 1953, are 
$ 8 , 000 . 

(d) Salaries and wages accrued on December 31, 1953, are $525. 

(e) The account Unexpired Insurance has been debited during the year, 
1953, for the costs of insurance and shows a balance of $550. The 
total of the unexpired portions of the policies is $290 on December 31, 
1953. 

(f) Machinery and equipment costing $48,000 was purchased on July 1, 
1953. The estimated life is 5 years and the estimated scrap value is 
$ 6 , 000 . 

(g) A portion of the building was subleased for 3 months, November 1, 
1953, to February 1, 1954. Deferred Rental Income was credited for 
$450, the full amount received. 

(h) The account Interest Income has been credited during the year, 1953, 
for interest and shows a balance of $75. However, of that amount, 
$20 is unearned on December 31, 1953. 

Ins^tructions: (1) Giv^e the necessary adjusting entries on December 31, 
1953. 

(2) List the letters of those entries that should be reversed at the begin¬ 
ning of 1954. 

4-5. The following facts are ascertained from the books and records of 
the Cook Company at the end of the first year of operations: 

(a) On December 21, 1953, $9,000 was borrowed from the P^irst State 
Bank on a 30-day note. The bank deducted interest of $45 in advance 
on the loan and a nominal account .was charged for the discount. 

(b) On September 1, 1953, $750 was collected for one year’s rent begin¬ 
ning on that date. The credit was made to a balance sheet account. 

(c) $15,000 of 4LjS bonds of the Mason Co. were purchased on March 15, 
1953. Interest on the bonds is receivable semiannually on May 1 and 
November 1. 

(d) A truck was acquired on August 1, 1953, for $4,000. The estimated 
life is 6 years, with a trade-in value of $400. 

(e) A 45-day, non-interest-bearing note was received on December 16, 
1953. A discount of $75 was deducted and credited to a nominal 
account. 

(f) A real account was debited on October 20, 1953, for $162, representing 
the payment of the premium on a 3-year fire insurance policy dated 
October 1, 1953. 

(g) On December 31,1953, the allowance for bad debts account has a debit 
balance of $125. The account is to be maintained at 3^% of accounts 
receivable. Accounts receivable on December 31, 1953, are $12,500. 

(h) The payroll for the week ending January 4, 1954, will be $1,400. Of 
this amount $600 had been earned by the employees during the period 
December 29-31. 

Instructions: (1) Give the adjusting entries on December 31, 1953, 

(2) List the letters of those entries that should be reversed. 
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4-6. The following information is available with respect to transactions 
of the Patterson Publishing Company, which began operations in 1953: 

(a) Cash collections on annual subscriptions to their monthly magazine 
during the last six months of 1953 were as follows: 

July. $9,000 October. $ 6,500 

August. 8,000 November. 7,500 

September . 6,200 December. 10,000 

The subscriptions are effective as of the start of the month following 
receipt of the subscription. 

(b) Payments for insurance coverage were made as follows: 


Policy Date 
July 1 
Sept. 30 
Oct. 1 
Nov. 30 


Coverage (years) 
3 
1 
3 

1 


Premium 
$ 75 
90 
450 
45 


(c) The annual real and personal property tax paid on December 5, 1953, 
was $520. The bill covers the city’s fiscal year beginning July 1, 1953. 

(d) Advertising materials of $750 were purchasc^d from July 1 to December 
31. No materials were on hand on July 1. Approximately one third 
of the materials purchased remains on hand on December 31. 

Indructioni^: (1) Assuming that original entries for expense or income 
items in each of the above transactions were made to real accounts, give the 
necessary adjusting entries at the end of the 6-month period, ((live schedules 
following journal entries to show' how amounts were calculated.) 

(2) Assuming that original entries for expense or income items in each of 
the above transactions were made to nominal accounts, give the necessary 
adjusting entries. 

(3) State which of the entries in parts (1) and (2) require reversing at the 
beginning of 1954. 

4-7. A balance sheet for the Thomas Sales Company on January 1, 


1953, reports the following balances: 



Cash . 


$ 4,550 

Accrued Salaries . 

. $ 200 

Accounts Rec. 

Less Allowance 

$3,000 


Accrued I'axes . 

150 


Accounts Payable . .. . 

4,300 

for Bad Debts. . 

350 

2,650 

A. B. Thomas, Capital. .. 

. 20,150 

Inventories. 


14,500 



Furniture . 

$3,000 



Less Allowance 
for Depreciation 

000 

3,000 



Unexpired Ins. .. . 


100 





”$24,800 


$24,800 


Transactions for 1953 are summarized below: 


Sales on account.$102,000 

Purchases on account. 67,500 

Sales returns (credits were made to customers’ 

accounts). 1,500 

Cash collected on accounts receivable. 97,000 
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Discounts allowed on accounts collected. 1,200 

Uncollectible accounts written off against allowance. 300 

Cash paid on accounts payable. 64,000 

Discounts taken on accounts paid. 800 

Operating expenses paid. 24,000 

Withdrawals for personal use: 

Merchandise (cost) . $ 2,000 

Cash . 16,000 18,000 

Cash received on issuance to bank of a $6,000, 

6-month note on November 1, on which bank 

deducted interest in advance. 5,820 


In addition to the foregoing information, the following data are to be 
considered on December 31: inventories, $18,000; unexpired insurance, 
$250; accrued salaries, $300; and accrued taxes, $200. Depreciation of 
furniture for the year is $300. The balance in the allowance for bad debts 
account is increased by $150. 

Instructions: Prepare an income statement, a balance sheet, and a state¬ 
ment of changes in the owner’s capital account for the year ended December 
31, 1953. (T accounts or working papers should be used in developing state¬ 
ment data.) 

4-8. The Goodyear Sales Outlet is organized on January 1, 1953, selling 
its total authorized stock for cash at par, $60,000. Transactions for the 
next six months follow: 

Payments for equipment.$ 18,000 

Sales on account. 142,000 

Purchases on account. 166,000 

Cash borrowed on long-term notes. 40,000 

Operating expenses paid. 42,000 

Purchases returns and allowances (charges were made to 

creditors’ accounts). 2,000 

A cash dividend of $2,000 is declared in June, payable July 15. On June 
30 there are accounts of trade debtors of $40,000 that have not been collect¬ 
ed; sales discounts of $1,200 were allowed on accounts collected. On June 
30 there are also accounts of trade creditors of $30,000 that have not been 
paid. An allowance for bad debts of $650 is to be established on accounts 
receivable on hand. The merchandise inventory on this date is $76,500. 
Depreciation for the six months is estimated at $600. In addition, adjust¬ 
ments are to be made for the following deferred and accrued items as of 


June 30: 

Unexpired insurance. $500 

Advances to employees . 550 

(Insurance and advaiices were recorded as operating expenses 
during the period.) 

Accrued interest on notes payable . 750 

Accrued salaries. 350 

Accrued payroll and property taxes. 400 


The income taxes for 1953 are estimated at 40% of the net income. 
Instructions: Prepare an income statement, a balance sheet, and an earned 
surplus statement for the six-month period ended June 30, 1953. (T accounts 
or working papers should be used in developing statement data.) 

























Chapter Is 


The Accounting Process Illustrated 


STEPS IN THE The aecountinp process as described in the 

ACCOUNTING PROCESS pj-pceding chapters is composed of a number 

of steps in well-defined sequence. To review, these steps consist of; 

(1) The entry of the transactions in chronological order in the 
books of original entry. 

(2) The transfer of transactions as classified and summarized in 
the journals to the appropriate accounts in the ledgers. 

(3) The preparation of a trial balance of the accounts in the general 
ledger and the reconciliation of supporting data in the subsidiary ledg¬ 
ers with respective controlling accounts. 

(4) The compilation of the data required in bringing the accounts 
up to date. 

(5) Preparation of the work sheet. 

f6) Preparation of the accounting statements and supporting 
schedules. 

(7) The adjustment of accounts and the closing of all nominal ac¬ 
count balances. 

(8) The preparation of a post-closing trial balance. 

(9) The reversiil of entries that were made to establish accrued 
and deferred income and expense balances. 

The entire course of the accounting process is illustrated in the 
example that appears on the following pages. The books of original 
entry for a hypothetical company, the Martin Manufacturing Com¬ 
pany, are described. Data in the journals are transferred to the ledger, 
and the work involved in the periodic summary at the end of a fiscal 
year is then illustrated. 


BOOKS OF The Martin Manufacturing Company main- 

ORIGINAL ENTRY following books of original entry: a 

sales journal, a sales returns and allowances journal, a cash receipts 
journal, a voucher register, a check register, and a general journal. 


Sales Journal. The sales journal maintained by the Martin Manu¬ 
facturing Company for the month of December as summarized at the 
end of the month is shown on the following page. 
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Sales Journal 
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One entry is made to record the sales on account foi each day. 
Accounts Receivable is debited for the total of the sales on account, 
including the amount of the sales taxes; Sales and Sales Taxes Payable 
are credited. Debits are posted to the individual customers' accounts 
in the accounts receivable ledger directly from the sales invoices. 

One entry is also made for the cash sales for each day. Cash is 
debited and Sales and Sales Taxes Payable are credited. 

Sales Returns and AUawances Journal. The sales returns and allow¬ 
ances journal maintained by the Mai tin Manufacturing Company is 
illustrated below. 
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One entry is made to record the sales leturns and allowances for 
each day. Sales Returns and Allowances and Sales Taxes Payable are 
debited; Accounts Receivable is credited. Credits are posted to the 
individual customers’ accounts in the accounts receivable ledger 
directly from the credit memorandums. 

Cash Receipts Jourml. The cash receipts journal maintained by 
the Martin Manufacturing Company is shown on the opposite page. 
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Cash Receipts Journal 
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One entry is made each day for the total amount collected on ac¬ 
counts receivable. In this entry (’ash and Sales Discount are debited 
and Accounts Receivable is credited. Credits are posted to the indi¬ 
vidual customers’ accounts in the av'counts receivable ledger from a 
separate list of receipts on account maintained by the cashier. 

In order to maintain the cash receipts journal as a complete record 
of all cash received, an entry for cash sales is made each day. This 
entry is also made in the sales journal so that that journal will have a 
complete record of sales. To avoid double posting of the transaction, 
the total of the Cash Dr. column in the sales jounial and the total of 
the Sales Cr. column in the cash receipts journal are checked and are 
not posted. As a result, the debit to Cash for cash sales is posted from 
the cash receipts journal as a part of the total of the Cash Dr. column, 
and the credit to Sales for cash sales is posted from the sales journal 
as a part of the total of the Sales Cr. column. 

Voucher Register. The voucher register maintained by the Martin 
Manufacturing Company appears across the top of pages 112 and 113. 

The Martin Manufacturing Company does not maintain an ex¬ 
penses control account and therefore has a number of separate columns 
for expenses in its voucher register. The total of each amount column 
is posted to the corresponding account, with the exception of the Pay¬ 
roll Dr. column and the General Dr. and Cr. columns. 

The debits to the various accounts for salaries and wages are posted 
directly from the payroll records. The total of the amount thus posted 
must equal the total of the Payroll Dr. column in the voucher register. 



112 


INTERMEDIATE ACCOUNTING 


[Ch. S 


Voucher Register 
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The debits posted from the payroll records to the various salaries 
and wages accounts for the month of December are given below: 


Direct Labor. $ 6,500 

Indirect Labor. 1,900 

Sales Salaries and Commissions. 2,100 

Delivery Salaries. 800 

Factory Superintendence. 1,700 

Officers Salaries. 1,400 

Office Salaries. 900 

15,800 


One payroll record is kept for direct labor, indirect labor, sales 
salaries and commissions, and deliveiy salaries; another, for factory 
superintendence, officers salaries, and office salaries. The first group 
is paid weekly; the second, semimonthly. The entry for the payroll 
on December 31 in the voucher register across the double page above 
is for the second group only. 

General debits reported in the voucher register for December total 
$14,010 and are composed of the following items, the first five items 
representing vouchers recorded prior to December 31 and thus not 
shown in the partial record: 


Employees Income Taxes Payable (November). $ 2,000 

Old-Age Benefit Taxes Payable (November). 440 

Sales Taxes Payable (November). 720 

Prepaid Insurance. 250 

Building Maintenance and Repair. 480 

Notes Payable. 8,000 

Interest Expense—Other. 120 

Factory Heat, Light, and Power. 1,700 

Tools. 300 


$14,010 
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General credits reported in the voucher register for December 
represent payroll income tax and old-age benefit tax withholdings. 
These are summarized for the month as follows: 


Employees Income Taxes Payable . $ 2,200 

Old-Age Benefit Taxes Payable . 140 

$ 2,340 


Check Register. The check register maintained by the Martin 
Manufacturing Company is illustrated below: 


Check Register 
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General Journal. The general journal for the Martin Manufacturing 
Company on page 114 shows the entries for the month of December. 


POSTING; PREPARATION Data in the journals are transferred to the 
OF TRIAL BALANCE accounts in the ledger at the end of December, 
and a trial balance is then taken. In order to conserve space here, the 
complete ledger of the Martin Manufacturing Company is not repro¬ 
duced. Instead, the information that would appear in the ledger has 
been summarized in tabular form on page 115. The tabulation shows: 
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General Journal 
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Post. 

Ref. 
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Debits 


1953 









I 

Dec. 

1 

Notes Receivable. 

113 



6,000 

00 


■ 



Accounts Receivable. 

116 





6,000 

00 



H. A. Malley. 

AR 

6,000 

00 






5 

Notes Receivable Discounted. 

114 



4,500 

00 





Notes Receivable. 

113 





4,500 

00 


12 

Allowance for Bad Debts. 

0116 



120 

00 





Accounts Receivable. 

116 





120 

00 



Arthur R. Jordan. 

AR 

120 

00 






22 

Accounts Pavable . 

213 



200 

00 





Rodger L. Welson. 

AP 

200 

00 







Raw Materials Returns and Allow... 

051 





200 

00 


31 

Taxes. 

625 



140 

00 





Old-Age Benefit Taxes Payable. . 

215 





140 

00 


31 

Taxes. 

625 



270 

00 





State Unemployment Taxes Payable 

216 





270 

00 


31 

Taxes. 

625 



30 

00 





Federal Unemployment Taxes Pay. 

217 





30 

00 


(1) the trial balance of the Martin Manufacturing Company taken 
from its ledger on November 30, (2) the effects upon account bal¬ 
ances of the information transferred from the books of original entry 
for the month of December, and (3) a trial balance as of December 31 
formed by combining the transactions for December with the trial 
balance of November 30. 

The letters in the parentheses preceding each amount in the trans¬ 
actions columns of the tabulation refer to the books of original entry 
on the previous pages from which the information was obtained. The 
identification letters used follow: VR, Voucher Register; CR, Cash 
Receipts Journal; CP, Check Register (Cash Payments); S, Sales 
Journal; P, Purchases Journal; SR, Sales Returns and Allowances 
Journal; and J, General Journal. These are the letters that are cus¬ 
tomarily used in the ledger to indicate the sources of information posted 
to the accounts. 

COMPILATION OF In considering the adjustments to be applied 

ADJUSTING DATA in preparation of the 

statements at the end of 1953, it is found that the accounts do not 
reflect the following information 

^The adjusting data are numbered to correspond to the numbers given the adjust¬ 
ments on the work sheet on pages 118 to 121. Numbers (3), (4), and (5) do not appear 
in this list because the data for these adjustments, representing transfers of beginning 
inventories, already appear on the work sheet trial balance. 
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(1) A dividend of $1.50 per share, payabJe January 15 to stockholders of 
record December 31, has been declared on Burton Co. common stock. The 
Martin Manufacturing Company owns 200 shares of Burton Co. common 
stock as a long-term investment. 

(2) Dividends on the Martin Manufacturing Company's stock have 
been declared and are payable on January 10 to stockholders of record Decem¬ 
ber 26 as follows: 

Regular quarterly dividend of $1.50 on 500 shares of 6% preferred 
stock outstanding, par $100. 

Forty cents per share on 6,000 shares of common stock outstanding, 
par $20 (7,500 shares of stock were originally issued, 1,500 shares 
being reacquired and held as treasury stock.) 

The following adjusting data as of December 31, 1953, were com¬ 
piled upon thorough examination of the company's books and records: 

Physical Inventories: 

(6) Finished Goods Inventory, $49,000. 

(7) Goods in Process Inventory, $28,000. 

(8) Raw Materials Inventory, $20,000. 

(9) Factory Supplies, $1,200. 

(10) Office Supplies, $700. 

Bad Debts: 

(11) The allowance for bad debts is to be increased by ^ of 1% of net sales. 

Depreciation and amortization: 

(12) Tools on hand are valued at $7,500. 

(13) Delivery equipment depreciation, 20^'^ a year. 

(14) Office furniture and fixtures depreciation, 10% a year. 

(15) Machinery and equipment depreciation, 5%; a year. 

(16) Buildings depreciation, 4% a year. 

(17) Patents are to be reduced by $500, the amortization for the year. 


A ccr u ed Expenses : 

(18) Salaries and wages: 

Direct Labor $1,400 

Indirect Labor 300 

Sales Salaries and Commissions 400 

Delivery Salaries 200 


(19) Interest accrued on bonds payable, $1,000. 

(20) Interest accrued on notes payable, $600. 

Prepaid Expenses: 

(21) Prepaid insurance, $2,600. 

(22) Prepaid interest on notes payable, $300. 

Accrued Income: 

(23) Accrued interest on notes receivable, $200. 

Deferred Income: 

(24) Unearned interest on notes receivable, $100. 

Income Taxes: 

(25) Provision is to be made for federal and state income taxes at 40% 
of earnings. 
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Building expenses, expired insurance, and taxes are to be dis¬ 
tributed as follows: to manufacturing operations, 85%; to general 
and administrative operations, 15%. 

Earned surplus of the company was $52,700 on January 1, 1953, 
and has been affected only by dividends declared on preferred stock 
prior to recording the foregoing data. 


PREPARATION OF The next step in the accounting process is 
THE WORK SHEET combine the adjusting data with the in¬ 

formation on the trial balance in order to bring the accounts up to date. 
This is done and the accounting statements are developed through the 
preparation of a work sheet. In the construction of the work sheet, 
trial balance data are listed in the first two amount columns. The 
adjusting entries are listed in the second pair of columns. Sometimes 
a third pair of columns is included to show tne trial balance after ad¬ 
justment. Account balances as adjusted are carried to the appropriate 
statement columns and serve as the basis for the preparation of the 
accounting statements. A work sheet for a manufacturing concern 
usually includes a pair of columns for (a) manufacturing accounts, 
fb) profit and loss accoimts, and (c) balance sheet accounts. A similar 
work-sheet form would be used for a trading concern except for the 
absence of manufacturing columns. 


The work sheet for the Martin Manufacturing Co. is shown on 
pages 118 to 121. 

The adjustments to the inventory accounts should be particularly 
noted. Items (I) and (5) are entered as debits to Manufacturing and 
as credits to Goods in Process Inventory and Raw Materials Inventory 
respectively. The purpose of these entries is to transfer the beginning 
inventory costs to the manufacturing account. 

Entries (7) and (8) are debits to Goods in Process Inventory and 
Raw Materials Inventory respectively and credits to Manufacturing. 
The purpose of these entries is to record the goods in process and 
raw material inventories at the end of the fiscal period and to reduce 
manufacturing costs by the ending inventories. 

Both the debit and the credit amounts in the manufacturing ac¬ 
count are carried to the manufacturing columns. This is done in order 
that the manufacturing columns may include all the information that 
is required in preparing the schedule of cost of goods manufactured. 

Adjustment (3) is a debit to Profit and Loss and a credit to Fin¬ 
ished Goods Inventory, while adjustment (6) is a debit to Finished 
Goods Inventory and a credit to Profit and Loss. Entry (3) transfers 



118 


INTERMEDIATE ACCOUNTING 


[Ch. 5 


MARTIN MANUFAC 
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9 

Raw Materials Inventory 

17,000 


(8) 20,000 

(5) 17,000 

9 

10 

Factory Supplies 

5,500 



(9) 4,300 

10 

11 

Office Supplies 

2,800 



(10) 2,100 

11 

12 

Prepaid Insurance 

5,000 



(21) 2,400 

12 

13 

Burton Co. Common Stock 

24,300 




13 

14 

Tools 

10,000 



(12) 2,500 

14 

15 

Delivery Equipment 

8,000 




15 

16 

Allow, for Depr. of Del. Equip. 


3,600 


(13) 1,600 

16 

17 

Office Furniture and Fixtures 

5,000 




17 

18 

Allowance for Depreciation of 







Office I^urniture and Fixtures 


1,600 


(14) 500 

18 

19 

Machinery and Equipment 

04,000 




19 

20 

Allowance for Depreciation of 







Machinery k Equipment 


9,300 


(15) 3,200 

20 

21 

Buildings 

42,500 




21 

22 

Allow, for Depr. of Buildings 


6,800 


(16) 1,700 

22 

23 

Land 

40,000 




23 

24 

Patents 

6,500 



(17) 500 

24 

25 

Goodwill 

40,000 




25 

26 

Notes Payable 


20,000 



26 

27 

Accounts Payable 


28,350 



27 

28 

Employees Income Taxes Pa\. 


2,200 



28 

29 

01d“Age Benefit Taxes Payable 


280 



29 

30 

State Unemployment Taxes Pay 


- 800 



30 

31 

Fed. Unemployment Taxes Pay. 


280 



31 

32 

Sales Taxes Payable 


! 640 



32 

33 

6% First Mortgage Bonds 


1100,000 



33 

34 

6% Preferred Stock 


50,000 



34 

35 

Common Stock 


1150,000 



35 

36 

Treasury Stock - Common 

30,000 




36 

37 

Premium on Preferred Stock 


1 2,000 



37 

38 

Earned Surplus 


50,450 

(2) 3,150 


38 

39 

Sales 


365,000 



39 

40 

Sales Returns and Allowances 

5,000 




40 

41 

Raw Materials Purchases 

85,400 




41 

42 

Raw Mat. Returns and Allow. 


2,100 



42 

43 

Freight In 

4,700 




43 

44 

Direct Labor 

76,200 


(18) 1,400 


44 

45 

Indirect Labor 

22,600 


(18) 100 


45 

46 

Factory Superintendence 

20,000 




46 

47 

Bldg. Maintenance & Repairs 

3,000 




47 

48 

Factory Heat, Light, and Power 

20,480 




48 

49 

Taxes 

16,400 




49 

501 

Miscellaneous Factory Expense 

3,300 




50 

51 

Sales Salaries and Commissions 

i 24,000 


(18) 400 


51 

52 

Advertising 

8,100 




52 

53 

Miscellaneous Selling Expense 

2,200 




53 

54 

Delivery Salaries. 

9,000 


(18) 200 


54 
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TURING COMPANY 


Sheet 


ai, 195.3 


Manufacturing 


Dr. 


Cr. 


1 

2 

3 

4 
f) 
G 
7 
« 
9 

10 

11 

\1 

13 

14 

15 

16 

17 

18 
19 


20 

21 

23 

24 
)' 

2(1 

27 

28 

29 

30 

31 

32 
3*3 
14 

35 

36 

37 

38 

39 

40 

41 
4 > 
41 

44 

45 

46 

47 

48 

49 

50 

51 

52 

53 

54 


85,400 


4,700 

77.600 

‘22,900 

20,000 

2,550 

20,480 

13,940 

3,300 


2,100 


Profit and Loss 
Dr. I Cr. 


I 


I 


5,000 


365,000 


450 

2,460 

24,400 

8,100 

2,200 

9,200 


Balance Sheet 
Dr. I Cr. 


41,910 

‘200 

16,000 

52,000 

49,000 

28,000 

20,000 

1,200 

700 

2,600 

24,300 

7,500 

8,000 


5,000 


10,000 

2,410 


5,200 


1 

2 

3 

4 

5 

6 
n 
i 

8 

9 

10 

11 

12 

13 

14 

15 

16 
17 


()4,000 


2,100 


18 

19 


42,500 

I 40,000 
I (>,000 
I 40,000 


30,000 


12,500 

8,500 


20,000 

28,350 

2,200 

280 

800 

280 

640 

100,000 

50,000 

150,000 

2,000 

47,300 


20 

21 

22 

23 

24 

25 

26 

27 

28 

29 

30 

31 

32 
‘13 

34 

35 

36 

37 

38 

39 

40 

41 

42 

43 

44 

45 

46 

47 

48 

49 

50 

51 

52 

53 

54 
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Work Sheet (Continued) 




Trial Balance 


Adjustments 



Name of Account 








1 






Dr. 

Cr. 


Dr. 

Cr. 


55 

Miscellaneous Delivery Expense 

2,100 





55 

56 

Officers Salaries 

16,000 





56 

57 

Office Salaries 

10,000 





57 

58 

Miscellaneous General p]xpense 

2,300 

, 



58 

59 

Purchases Discount 


2,180 




59 

60 

Interest Income 


700 

(24) 

100 

(23) 200 

60 

61 

Dividend Income 


300 



(1) 300 

61 

62 

Sales Discount 

3,100 





62 

63 

Interest Expense — Bonds 

5,000 


(19) 

1,000 


63 

64 

Interest Expense — Other 

600 


(20) 

o 

o 

to 

(22) 300 

64 

65 


807,190 

807,190 




65 

66 

Dividends Receivable 



(1) 

300 


66 

67 

Div. Pay. on Preferred Stock 





(2) 750 

67 

68 

Div. Pay. on Common Stock 





(2) 2,400 

68 

69 

Profit and Loss 



(3) 

36,000 

(6) 49,000 

69 

70 

Manufacturing 



(4) 

21,000 

(7) 28,000 

70 

71 





17,000 

(8) 20,000 

71 

72 

Factory Supplies Used 



(9) 

4,300 


72 

73 

Office Supplies Used 



!(10) 

2,100 


73 

74 

Loss from Bad Debts 



(11) 

1,800 


74 

75 

Tools Expense 



(12) 

2,500 


75 

76 

Depreciation of Delivery Equip. 



(13) 

1,600 


76 

77 

Depr. of Office Fur. and Fix. 



(14) 

500 


77 

78 

Depr. of Machinery and Equip. 



(15) 

3,200 


78 

79 

Depreciation of Buildings 



(IG) 

1,700 


79 

80 

Patents Expense 



(17) 

500 


80 

81 

Accrued Salaries and Wages 





(18) 2,300 

81 

82 

Accrued Interest on Bonds Pay. 





(19) 1,000 

82 

83 

Accrued Interest on Notes Pay. 





(20) 600 

83 

B4 

Expired Insurance 



(21) 

2,400 


84 

85 

Prepaid Interest on Notes Pay. 



(22) 

300 


85 

86 

Accrued Interest on Notes Rec. 



(23) 

200 


86 

87 

Unearned Interest on Notes Rec. 





(24) 100 

87 

88 




199, >10 

199,550 

88 

89 

Cost of Goods Manufactured 






89 

90 







90 

91 







91 

92 

Estimated Income Taxes Pay. 






92 

93 

Net Income after Income Taxes 






93 

94 







94 


the beginning inventory of finished goods to profit and loss, while entry 
(6) records the ending inventory of finished goods and reports this 
item as a deduction from costs. 

In canying the profit and loss adjustments to the profit and loss 
columns, both debit and credit amounts are shown. This is done so 
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Work Sheet (Continued) 



Manufacturing 

Profit and Loss 

BAL4NCE Sheet 



Dr 

1 Cr 

1 Dn 

Cr 

Dr. 

Cr. 





2,100 




55 

56 

1 


16,000 




56 

57 



10,000 




57 

58 



2,300 




58 

59 




2,180 



59 

60 




100 



60 

61 




600 



61 

6J 



3,100 




62 

6J 



6,000 




63 

64 



900 




64 

65 







65 

66 




300 


66 

67 





750 

67 

6S 



1 


2,400 

68 

69 


16,000 1 

49 000 



69 

70 

21,000 

2S,000 

1 



70 

71 

17,000 1 

1 20.000 1 




71 

72 

4,300 ' 

1 



7 2 

71 



2,100 ' 



73 

74 



1,800 




74 

75 

2,500 



1 



75 

76 



1,600 




76 

77 



500 




77 

7S 

1,200 






78 

79 

1,445 


255 




79 

SO 

500 






80 

SI 






2,300 

81 

S2 






1,000 

82 

81 





600 

83 

84 

2,040 


160 1 



84 

S5 



1 

1 

100 1 


85 

S6 



1 

200 1 


86 

S7 






100 

87 

S8 

302,855 

50,100 





88 

89 


252,755 

252,755 




89 

90 

102,855 

o 

1 1 


1 

90 

91 


1S7,580 

1 417,'>S0 

479,710 

449,710 

91 

92 



(25) 12,000 


12,000 

92 

91 



18,000 


18,000 

93 

94 



417,580 

417,5S0 

479,710 

479,710 

94 










that the profit and loss columns may show all the information that is 
required in the development of the cost of goods sold section of the in¬ 
come statement. 

A number of different methods may be used in recording inventory 
data on the work sheet. A simple procedure would be the following: 



Name op Account 


Finished Goods Inventory 1/1,19-- 
Goods in Process Inventory 1' 1.19 
R'lw Materi:iF Tnvcntorv 1 'I, 19- 




Dr. 

21,000 

17,000 


Gr. 


Auju.-tments 


Dr. ('ll. 


M \NITPA(’TUR1N0 


Dr. 


21,000 
17,0fM) 


Profit 

A.M) Los'S 


Dr. 

20,000 


('R. 


Balance 

.Sheet 


Dr. 


Gr. 


Finished Goods lov'Titory 12 21, 19— 
Gootl.“ in iVof's • Iiivcnfory 12 21. 19 - 
Raw Miitiri.ils Inventorv 12 .21, 19 — 


2S.0()0 

20,000 


-if',Ofio 


19,000 

2S,000 

20,000 


In the foregoing example, beginning inventories in the trial balance 
are carried to the manufacturing and the profit and loss columns; 
ending inventories are listed below the trial balance and are reported 
directly as credits in the manufacturing and the profit and loss columns 


MARTIN MANUFACTURING 

Balance 

Dkg EMBER 



Assets 




Current assets: 





Cash on hand and in bank. 



42,110 


Accrued interest and divitJends rec(‘ivable . . . 


500 


Notes receivable . 


.. 16,000 



Less: Notes receivable discounted . 

.. 10,000 

6,000 


Accounts receivable. 


. . 52,000 



J-iess: Allowance for bad debts . 


.. 2,410 

49,590 


Inventories: 





Finished goods. 


. . 49,000 



Goods in proce.ss. 


. . 28,000 



Raw materials. 


. . 20,000 



Factory supplies. 


1,200 

98,200 


Prepaid expenses: 





Office supplies, prepaid insurance, and intere.st. 

3,600 


Total current assets. 




200,000 1 

Investments: 





Burton Co. common stock. 




24,300 

Plant and equipment: 


Allowance for 



Cost 

Depreciation 



Tools. 

. 7,500 


7,500 


Delivery ecjuipment. 

8,000 

5,200 

2,800 


Office furniture and fixtures. 

5,000 

2,100 

2,900 


Machinery and equipment. . 

. 64,000 

12,500 

51,500 


Buildings. 

. 4'.i,500 

8,500 

34,000 


Land. 

. 40,000 

— 

40,000 


Total plant and equipment. 

. 167,000 

28,300 


138,700 

Intangible assets: 





Patents. 



6,000 


Goodwill. 



40,000 


Total intangible assets. 




46,000 

Total assets. 




409,000 





122 
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and as debits in the balance sheet columns without their prior inclusion 
in the adjustments columns. An even simpler procedure would be to 
report the ending inventory balances in a similar manner but on the 
same lines used for beginning inventories: beginning balances would 
then be carried as debits to the manufacturing and the profit and loss 
columns, while ending balances would be entered directly as credits in 
the manufacturing columns and as debits in the balance sheet columns 
on the same lines. While the procedures described, as well as other 
similar procedures for recording adjustments directly in the statement 
columns, are acceptable, adjusting entries are still required in the 
journal and in the ledger to bring accounts up to date and to transfer 
profit and loss data to the appropriate summary account. Normally 


COMPANY —EXHIBIT A 

Sheet 

:il, lO").”! 


Limulities \nd Caimt\l 



Current liabilities: 

Notes payable 

20.000 


Accounts payable 

2S,350 


Estimated income taxes payable 

12,000 


Misc. sales, payroll, and withholding taxes pa.vable 

4,200 


Accrued salaries and wages 

2,300 


Accrued interest on notes and bonds payable 

1,600 


Dividends payable on preferred and common stock 

3,1 lO 


Total current liabilities 


71,600 

Long-term debt: 

6% First mortgage bonds, due Nov. 1, 1962 


100,000 

Deferred credits: 

Unearned interest on notes receivable 


100 

Total liabilities .... 


171,700 

Capital 

Paid-in capital: 

Capital stock: 

6% Preferred stock, par $100, 600 shares 

issued and outstanding 50,000 

Common stock, $20 Par (7,500 
shares issued) 150,000 

Less: Treasury stock (1,500 

shares reacquired) ... 30,000 

Common stock, 6,000 shares outstanding 120,000 

Paid-in surplus — premium on preferred stock 2,000 

Total paid-in capital .. 

172,000 


Earned surplus^ 

65,300 


Total capital . 


237,300 

Total liabilities and capital . 


409,000 





124 


INTERMEDIATE ACCOUNTING 


[Ch. 5 


it is desirable to assemble all adjusting data and to summarize this 
data in informal journal form for subsequent formal restatement on 
the books. When such a procedure is followed, it may prove convenient 
to apply these adjusting entries to the working papers in exactly the 
same form that is to be followed in formally recognizing the adjust¬ 
ments in the journal and the ledger. This procedure was followed in 
the adjustments columns of the work sheet on pages 118 and 120 even 
though this involves more detail than a direct method of adjustment 
on the work sheet as suggested above. 

It was indicated earlier that building expenses, expired insurance, 
and taxes are allocated 85% to manufacturing activities and 15% to 
general and administrative activities. The percentage used in the 
distribution of the charges resulted from an analysis of expenses during 
the course of the fiscal period. The building maintenance and repair 
account is shown on the trial balance at $3,000. Of this amount, 85% 
or $2,550 is entered in the manufacturing columns and 15% or $450 is 
entered in the profit and loss columns. The charges for taxes, deprecia¬ 
tion of buildings, and expired insurance are similarly distributed on 
the work sheet. 


PREPARATION OF Balance Sheet. The balance sheet of the 

Martin Manufacturing Company, shown 
at the bottom of pages 122 and 123, is pre¬ 
pared from the balance sheet columns of the work sheet. A number of 
items reported in the balance sheet columns of the work sheet have been 
combined for purposes of balance sheet presentation. Such a procedure 
may be followed when items can be combined under some descriptive 
summary title and when amounts involved for the individual items 
are not material and hence are not considered to require separate dis¬ 
closure. Items that have been combined on the statement include: 
accrued interest and dividends receivable; office supplies, prepaid in¬ 
surance, and prepaid interest on notes payable; employees income 
taxes withheld, old-age benefit taxes, state unemployment taxes, fed¬ 
eral unemployment taxes, and state sales taxes; accrued interest on 
notes and bonds payable; and dividends payable on preferred and 
common stock. Earned surplus as shown on the balance sheet is com¬ 
posed of earned surplus carried over from the trial balance columns plus 
net income after deduction for estimated income taxes as reported on 
the work sheet. The net income after income taxes is shown at the 
bottom of the work sheet as a balancing item for the profit and loss and 
the balance sheet columns. When extraordinary gains or losses are 
reported in the profit and loss columns, the balancing item after taxes 
may be designated “Net Increase in Earned Surplus for Period.” 
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Income Statement. The amounts on the income statement are 
taken directly from the profit and loss columns in the work sheet. The 
statement is shown below: 


MARTIN MANUFACTURING COMPANY — EXHIBIT B 
1 N( OME Statement 

_For Yla.r Fnded Dfcember 31, 1953 


Income from sales 

Gross sales 

Less Sales returns and allowances 


365,000 

5,000 


Net sales 

Cost of goods sold 

Finished goods inventory, January 1, 19)1 
Cost of goods manufactured (Schedule No 1) 


36,000 

252,755 

360,000 

Total cost of finished goods available for sale 

Less Finished goods inventory, December 31,1953 

288,75^ 

49,000 


Cost of goods sold 



289,755 

Gross profit 

Operating expenses 

Selling expenses 

Sales salaries and commissions 

Advertising 

Miscellaneous soiling expense 

Delivery salaries 

Depreciation of delivery equipment 
Miscellaneous clelivcrv expense 

24 400 
8,100 
2,200 
9,200 
1,600 
2,100 

47,600 

120,245 

General and administrate e expenses 

Officers salaries 

Office salaries 

Office supplies used 

Loss from bad debts 

Depr of office furniture and fixtures 
Depreciation of buildings 

Expired insurance 

Building maintenance and repairs 

Taxes 

Miscellaneous general expense 

16,000 

10,000 

2,100 

1,800 

500 

255 

160 

450 

2,460 

2,300 

36,225 


Total operating expenses 



83,825 

Net profit from operations 

Other income and expenses 

Other income 

Purchases discount 

Interest income 

Dividend income 

2,180 

800 

600 

3,580 

36,420 

Other expenses 

Sales discount 

Interest expense bonds 

Interest expense — other 

3,100 

6,000 

900 

10,000 


Deduct excess of other expenses over other 
income 


6,420 

Net income before income taxes 

Income taxes 



30,000 

12,000 

Net income after income taxes 



18,000 
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Schedule of Cost of Goods Manufactured. The schedule of cost of 
goods manufactured shows in detail the costs involved in completing 
goods during the period. The information shown on the schedule below 
is taken directly from the manufacturing columns of the work sheet. 


MAKTIN MANUFACTURING COMPANY — SCHEDULE No. 1 
Cost of Goods Manufactured 
To Accompany Income Statement 
For Year Ended December 31, 1953 


Goods in process inventory, January 1,1953 . . . 



Raw materials: 



Raw materials inventory, January 1, 1953. . 


17,000 

Raw materials purchases. 85,400 



Freight in. 4,700 

90,100 


Less: Raw materials returns and allowances 

2,100 

88,000 

Total cost of raw materials available for use . 


105,000 

Less: Raw materials inventory, December 31,1953 . . 

20,000 

Cost of raw materials transferred to process... 


85,000 

Direct labor. 


77,600 

Manufacturing expenses: 



Indirect labor. 

22,900 


Factory superintendence. 

20,000 


Building maintenance and repairs. 

2,550 


Factory heat, light, and power. 

20,480 


Taxes. 

13,940 


Factory supplies used. 

4,300 


Tools expense. 

2.500 


Depr. of machinery and equipment. 

3,200 


Depreciation of buildings. 

1,445 


Patents expense. 

500 


Expired insurance. 

2,040 


Miscellaneous factory expense. 

3,300 

97,155 

Total goods in process during period . 



Less: Goods in process inventory, December 31, 1953. . 


Cost of goods manufactured. 




21,000 


259,755 


280,755 

28,000 


252,755 


Earned Surplus Statement, The earned surplus statement shown in 
the illustration below summarizes the changes in earned surplus for 
the year: 


MARTIN MANUFACTURING COMPANY — EXHIBIT C 
Earned Surplus Statement 
For Year Ended December 31, 1953 



Balance of earned surplus, January 1, 1953. 

Add: Net income per income statement. 


52.700 
18,000 

70.700 


Deduct: Dividends on preferred stock. 

3,000 


Dividends on common stock. 

2,400 

5,400 


Balance of earned surplus, December 31, 1953. 


1 65,300 
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ri^ociS-^ArrinnuTc Upon completion of the work sheet and 

statements, the entries to bring the accounts 
up to date and to close the accounts are recorded in the journal. 
Before closing the accounts, any current, correcting, and adjusting 
entries are recorded. While such entries may first have been prepared 
in informal form in connection with the preparation of the work sheet, 
these are now entered formally in the journal. Closing entries may be 
conveniently prepared by using as a basis for the entries the balances 
as shown in the manufacturing and profit and loss columns of the work 
sheet. The following current entries are required for the Martin Manu¬ 
facturing Company: 


December 31 


(1) Dividends Receivable. 300 

Dividend Income. 300 


To record announcement of $1.50 
dividend on 200 shares of Burton 
Co. common stock owned. 


31 

(2) Earned Surplus. 3,150 

Dividends Payable on Preferred Stock. 750 

Dividends Payable on Common Stock. 2,400 

To record declaration of dividends 
payable on January 10 to stock¬ 
holders of record December 26. 


Adjustments may now be re(‘orded. These follow: 


31 

(3) Profit and Loss. 36,000 

Finished Goods Inventory . 36,000 

To transfer beginning finished goods 
inventory to profit and loss. 

31 

(4) Manufacturing. 21,000 

Goods in Process Inventory . 21,000 

To transfer the beginning goods in 
process inventory to manufacturing. 

31 

(5) Manufacturing. 17,000 

Raw Materials Inventory . 17,000 

To transfer the beginning raw ma¬ 
terials inventory to manufacturing. 

31 

(6) Finished Goods Inventory . 49,000 

Profit and Loss. 49,000 

To record ending finished goods in¬ 
ventory. 
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31 

(7) Goods in Process Inventory . ... 28,000 

Manufacturing . . . 28,000 

To record ending goods in process 
inventory. 

31 

(8) Raw Materials Inventory . 20,000 

Manufacturing . 20,000 

To record ending raw materials 
inventory. 

31 

(9) Factory Supplies Used .. .. 4,300 

Factory Supplies . . . . 4,300 

To record cost of factory supplies 
used. 

31 

(10) Office Supplies Used . . . 2,100 

Office Supplies 2,100 

To record cost of office supplies used. 

31 

(11) Loss from Bad Debts . 1,800 

Allowance for Bad Debts 1,800 

To provide for estimated loss from 
bad debts. 

31 

(12) Tools Expense . 2,500 

Tools 2,500 

To record tools expense for the year. 

31 

(13) Depreciation of Delivery Equipment 1,600 

Allowance for Depreciation of Delivery Equipment 1,600 

To record estimated depreciation of 
delivery equipment. 

31 

(14) Depreciation of Office Furniture and Fixtures 500 

Allowance for Depreciation of Office Furniture 

and Fixtures .. .. 500 

To record estimated depreciation of 
office furniture and fixtures. 

31 

(15) Depreciation of Machinery and Equipment 3,200 

Allowance for Depreciation of Machinery and 

Equipment . 3,200 

To record estimated depreciation of 
machinery and equipment. 

31 

(16) Depreciation of Buildings . 1,700 

Allowance for Depreciation of Buildings . 1,700 

To record estimated depreciation of 
buildings. 
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31 

(17) Patents Expense . . 600 

Patents .... 600 

To record amortization of patents. 

31 

(18) Direct Labor 1,400 

Indirect Labor 300 

Sales Salaries and C ommissions 400 

Delivery Salaries 200 

Accrued Salaries and Wages 2,300 

To record accrued salaries and wages. 

31 

(19) Interest Expense - Bonds 1,000 

Accrued Interest on Bonds Payable 1,000 

To record accrued interest on bonds. 

31 

(20) Interest Expense—Other 600 

Accrued Interest on Notes Payable 600 

To record accrued interest on notes payable. 

31 

(21) Expired Insurance . . 2,400 

Prepaid Insurance . .. 2,400 

To record expired insurance. 

31 

(22) Prepaid Interest on Notes Payable . 300 

Interest Expense . 300 

To record prepaid interest on notes payable. 

31 

(23) Accrued Interest on Notes Heceuable . 200 

Interest Income .. 200 

To record accrued interest on notes 
receivable. 

31 

(24) Interest Income . 100 

Unearned Interest on Notes Receivable 100 

To record unearned interest on 
notes receivable. 


The adjusting entries are followed by those that close all of the 
nominal accounts. The closing entries are: 


31 

Manufacturing 262,755 

Raw Materials Returns and Allowances 2,100 

Raw Materials Purchases 85,400 

Freight In 4,700 

Direct Labor 77,600 

Indirect Labor . . 22,900 

Factory Superintendence . 20,000 

Building Maintenance and Repairs 2,550 

Factory Heat, Light, and Power . 20,480 
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Taxes 13,940 

Factory Supplies Used 4,300 

Tools Expense 2,500 

Depreciation of Machinery and Equipment 3,200 

Depreciation of Buildings 1,445 

Patents Expense 500 

Expired Insurance 2,040 

Miscellaneous Factory Expense 3,300 

To close manufacturing items into manufacturing. 

31 

Sales 365,000 

Purchases Discounts 2,180 

Interest Income 800 

Dividend Income 600 

Profit and Loss 368,580 

To close income items into profit and loss 

31 

Profit and Loss 351,580 

Manufacturing 252,755 

Sales Returns and Allowances 5,000 

Sales Salaries and Commissions 24,400 

Advertising 8,100 

Miscellaneous Selling Expense 2,200 

Delivery Salaries 9,200 

Depreciation of Deliverv Equipment 1,600 

Miscellaneous Delivery Expense 2,100 

Officers Salaries 16,000 

Office wSalaries 10,000 

Office Supplies Used 2,100 

Loss from Bad Debts 1,800 

Depreciation of Office Furniture and Fixtures 500 

Depreciation of Buildings 255 

Expired Insurance 360 

Building Maintenance and Repairs 450 

Taxes 2,460 

Miscellaneous General Expense 2,300 

Sales Discounts 3,100 

Interest Expense—Bonds 6,000 

Interest Expense—Other 900 

To close expense items into profit and loss. 

31 

Profit and Loss 12,000 

Estimated Income Taxes Payable 12,000 

To record the estimated income taxes payable. 

31 

Profit and Loss 18,000 

Earned Surplus 18,000 

To transfer the balance in the profit and loss 
account after income taxes to the earned sur¬ 
plus account. 
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PREPARATION OF 
POST-CLOSING TRIAL 
BALANCE 

equality of the debits 


After the adjusting and closing entries are 
posted, the post-closing trial balance, which 
appears below, is prepared to verify the 
and credits. 


MARTIN MANUFACTURING COMPANY 
Post-Closing Trial Balance 


December 31, 1953 



Cash 

41,910 



Petty Cash 

200 



Notes Receivable 

16,000 



Notes Receivable Discounted 


10,000 


Accounts Receivable 

52,000 



Allowance for Bad Debts 


2,410 


Dividends Receivable 

300 



Accrued Interest on Notes Receivable 

200 



Finished Goods Inventory 

49,000 



Goods in Process Inventory 

28,^‘00 



Raw Materials Inventory 

20,000 



Factory Supplies 

1,200 



Office Supplies 

700 



Prepaid Insurance 

2.600 



Prepaid Interest on Notes Payable 

300 



Burton Co. Common Stock 

24,300 



Tools. 

7,500 



Delivery Etjuipment 

8,000 



Allowance for Depreciation of Delivery Equipment 


.’>,200 


Office Furniture and Fixtures 

.">,000 



Allowance for Depreciation of Office F'urniture and Fix- 




tures 


2,100 


Machinery and Equipment 

64,000 



Allowance lor Depreciation of Machinery and Eipap- 




ment 


12,500 


Buildings 

42,500 



Allowance for Depreciation of Buildings 


8,500 


Land 

40,000 



Patents 

6,000 



Goodwill 

40,000 



Notes Payable 


20,000 


Accounts Payable 


28,350 


Employees Income Taxes Payable 


2,200 


Old-Age Benefit Taxes Payable 


280 


State Unemployment Taxes Payable 


800 


Federal Unemployment Taxes Payable 


280 


Sales Taxes Payable 


640 


Estimated Income Taxes Payable 


12,000 


Accrued Salaries and Wages 


2,300 


Accrued Interest on Bonds Payable 


1,000 


Accrued Interest on Notes Payable 


600 


Dividends Payable on Preferred Stock 


750 


Dividends Payable on Common Stock 


2,400 


6% First Mortgage Bonds 


100,000 


Unearned Interest on Notes Receivable 


100 


6% Preferred Stock 


50,000 


Common Stock 


150,000 


Treasury Stock — Common 

30,000 



Earned Surplus 


65,300 


Premium on Preferred Stock 


2,000 



479,710 

479,710 
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REVERSING THE 
ACCOUNTS 


versed. 


The accrued and deferred balances established 
in adjusting the accounts may now be re- 
The reversing entries that would be made and posted follow: 


January 1 

Accrued Salaries and Wages . 2,300 

Direct Labor . 1,400 

Indirect Labor . 300 

Sales Salaries and Commissions. 400 

Delivery Salaries . 200 

1 

Accrued Interest on Bonds Payable. 1,000 

Interest Expense —Bonds . 1,000 

1 

Accrued Interest on Notes Payable . 600 

Interest Expense -Other . 600 

1 

Interest Expense . 300 

Prepaid Interest on Notes Payable. 300 

1 

Interest Income . 200 

Accrued Interest on Notes Receivable. 200 

1 

Unearned Interest on Notes Receivable. 100 

Interest Income . 100 


The post-closing trial balance is frequently prepared only after 
the reversing entries have been posted. When such practice is followed, 
a check is offered on the accuracy in posting reversing data. 

INTERIM STATEMENTS Statements are prepared at least once a 

year, and at that time the accounts in the 
ledger are adjusted and closed. Many business units, however, re¬ 
quire statements during the fiscal year at one-month, three-month, 
or six-month intervals. When such interim statements are desired, 
they are prepared by means of a work sheet. The accounts in the 
ledger need not be adjusted and closed. 

In preparing the work sheet, balances in the ledger are first listed in 
trial balance form. Because accounts have not been adjusted and 
closed since the close of the previous year, nominal accounts reflect 
balances to date. Adjustments are listed on the work sheet to bring 
the account balances up to date, and adjusted balances are carried 
to the appropriate statement columns. Accounting statements are 
then prepared from the work sheet data. 

For example, in preparing the interim statements at the end of 
March, the adjusting data are reported on the working papers just 
as though the fiscal period were one quarter. Inventories and accrued 
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and deferred items as of March 31 are recorded. Amortization and 
depreciation are stated for a three-month period. The balance sheet 
prepared from the work sheet show^s the financial position as of March 
31; the income statement reports cumulative results for the three 
months ended March 31. To obtain an income statement covering 
operations for the month of March alone, it is necessary to subtract 
income and expense balances on the income statement for the two- 
month period ended February 28 from similar cumulative balances on 
the statement for the three-month period ended March 31. Inventory 
figures as of February 28 and March 31 are reported, and a statement 
showing the net income for* the month of Mai'ch is then available. By 
following the procedure just outlined, monthly statements, as well as 
cumulative income statements showing progress foi* the year to date, 
may be obtained. 


QUESTIONS 


1 . List the steps in the bookkeei)ing cycle. Wh}^ is each step necessarv? 

2. The Medwick Co. maintains a sales journal, a sales returns and al¬ 
lowances journal, a voucher register, a check register, and a general journal. 
For each account listed below indicate the t)Ossible sources of charges and 


credits: 

Cash 

Marketable Securities 
Accounts Receivable 
Notes Receivable 
Allowance for Bad Debts 
Merchandise Inventory 
Land and Buildings 
Allowance for Depreciation 
Notes Payable 
Vouchers Payable 
Accrued Expenses 


Capital Stock 
Earned Surplus 
Sales 

Sales Returns and Allowances 

Purchases 

Freight In 

Purchases Returns and Allowances 

Salaries 

Dej)reciation 

Purchases Discounts 

Sales Discounts 


3. Describe the kind of work sheet that would be employed for: 

(a) A trading concern. 

(b) A manufacturing concern. 

(c) A departmentalized business, the gross profit to be ascertained lor 
each department. 

(d) A manufacturing organization with departmentalized retail sales 
departments, a net operating profit to be determined for each depart¬ 
ment. 


4. When would you recommend the preparation of working papers with 
a pair of columns reporting an adjusted trial balance? 
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5. Describe two methods that may be followed in adjusting the accounts 
for the ending inventories on the work sheet of a manufacturing company. 

6. The bookkeeper for the Miller Co. in adjusting the accounts on the 
working papers charges or credits the beginning inventory to adjust it to 
the ending balance, with an offsetting credit or charge to an inventory 
variation balance. The inventory as adjusted is carried to the balance 
sheet column and the variation balance is carried to the appropriate profit 
and loss column. Appraise this procedure. 

7. The bookkeeper for the Folsom Trading Co., after completing all ad¬ 
justments except those for the merchandise inventories, makes the entry 
reported below to close the beginning inventory, to set up the ending in¬ 
ventory, to close all nominal accounts, and to report the net result of 
operations in the capital account. 


Merchandise Inventory, December 31, 1953. 18,000 

Sales. 200,000 

Purchases Discounts. 2,000 

Merchandise Inventory, .January 1, 1953 20,000 

Purchases. 140,000 

Selling Expenses. 20,000 

General and Administrative Expenses . 15,000 

Interest Expense. 1,500 

R. C. Folsom, Capital. 23,500 


(a) Appraise the foregoing procedure. 

(b) What alternate procedure could be followed in adjusting and closing 
the accounts? 

8. The Beverly (Corporation prepares accounting statements and ad¬ 
justs and closes the accounts at the end of each month. 'J'he Burke Cor¬ 
poration prepan\s accounting statements monthly, but adjusts and closes 
the accounts only at the end of each year. 

(a) Will the reports of each company be the same? 

(b) Can a cumulative “year-to-date’’ income statement be made avail¬ 
able for the Beverly Corporation? How? 

(c) Can income statements covering single months be made available 
for the Burke Corporation? How? 

(d) Which procedure, monthly or annual closing, do you consider pref¬ 
erable? Why? 

9. What is the effect upon the balance sheet and the income statement 
of each of the following errors: 

(a) Accrued expenses are overstated at the end of the period. 

(b) Deferred incomes are understated at the end of the period. 

(c) Prepaid expenses are understated at the end of the period. 

(d) Accrued incomes are overstated at the end of the period. 

(e) The inventory is understated at the end of the period. 

(f) Depreciation on an equipment item is overstated at the end of the 
period. 
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EXERCISES 

L Give the account balances to be shown on an income statement for 
P. A. Jones for the month of June calculated from the following cumula¬ 
tive data: 

January 1 January 1 
TO May 31 to June 30 


Income from Sales: 

Sales. $66,000 $76,000 

Sales Returns. 1,5(H) 1,800 

Net Sales. $64,500 $74,200 

Cost of Goods Sold: 

Merchandise Inventory, January 1. $14,000 $14,000 

Purchases 36,000 44,000 

Merchandise Available for Sale. $50,000 $58,000 

Merchandise Inventory at P]nd of Period. . 16,000 18,500 

Cost of Goods Sold. $34,000 $39,500 

Gross Profit. $30,500 $34,700 

Operating Expenses: 

Selling Expenses. $10,500 $12,800 

General and Administrative Expenses. 6,800 8,200 

Total Operating Expenses . $17,300 $21,000 

Net Profit from Operations . $13,200 $13,700 

Financial Management Income: 

Interest Income . 350 400 

Purchases Discounts . 700 850 

Gross Income . $14,250 $14,950 

Financial Management Expense: 

Interest Expense. $ 250 $ 250 

Sales Discounts. 1,200 1,450 

$ 1,450 $ 1,700 

Net Income. $12,800 $13,250 

Gain from Sale of Investments. 2,500 

Increase in Capital . $12,800 $15,750 
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2. The following data are assembled for use in preparing a work sheet 
and accounting statements. Give the adjustments that are required on 
December 31 assuming that (1) accounts in the ledger are adjusted and 
closed monthly, and (2) accounts in the ledger are adjusted and closed 
only at the end of the year. 

(a) On September 1, $600 was collected as subscription income for one 
year. A nominal account was credited for the income. 

(b) On October 1, insurance of $180 was paid on a policy covering a 3-year 
period from this dale. A real account was debited for the cost. 

(c) On February 1, $40,000 was borrowed on a 3-year mortgage note, 
interest at 6% to be paid at quarterly intervals from this date. 

(d) On May 1, 4^/^ bonds of $5,000 were acquired, interest receivable semi¬ 
annually on April 1 and October 1. 


3 . Accounts of Super Products Co. at the end of the first year of oper¬ 
ations show the following balances: 


Cash . 

Land . 

Factory Buildings ... . 
Machinery . . . . . 

Investments. . 

Accounts Payable 
Capital Stock 
Paid-in Surplus 
Sales. . . . 

Raw Materials Purchases 
Direct Labor 
Manufacturing Expenses 
Operating Expenses 
Income on Investments. 


$13,200 

40,000 

80,000 

50,000 

20,000 


140,000 

100,000 

75,500 

52,000 


$ 30,000 
200,000 
40,000 
300,000 


700 


$570,700 $570,700 


At the end of the year physical inventories are: raw materials, $40,000; 
goods in process, $30,000; finished goods, $30,000. Prepaid operating ex¬ 
penses are $1,500 and accrued manufacturing expenses are $500. Accrued 
income on investments is $300. Depreciation for the year on buildings is 
$2,000, apportioned $1,500 to the factory and $500 to general operations. 
Depreciation of machinery is $2,500. The tax liability for the year is 
estimated at $10,000. 

Give the entries to adjust and close the books. 

4 . E. S. Barnett fails to adjust the accounts for the following items in 
closing the books on December 31, 1953. Assume that the omissions are 
never discovered but that the adjustments are properly made at the end 
of 1954. What effect does each omission have on the profits for 1953 and 
1954? 
















Ch. 51 


THE ACCOUNTING PROCESS ILLUSTRATED 


137 


(a) Sales salaries accrued, $30. 

(b) Prepaid advertising, $200. Advertising Expense was debited for 
advertising payments. 

fc) Depreciation of office machine, $100. 

(d) Accrued interest on notes receivable. .‘*520. 

(e) Office supplies inventory, $100. Office Supplies, an asset account, was 
charged for purchases and has a balance of $300. 

5. Upon inspecting the books and records for the Melcombe Manufac¬ 
turing Co. for the year ended December 31, 1953, you find the following 
data. What entries are required to bring the accounts up to date? 

(a) A receivable of $150 from L. A. Case is determined to be uncollectible. 
The company maintains no allowance for such losses. 

(b) A creditor, the Williams Co., has just been awarded damages of $2,200 
as a result of breach of contract by Melcombe Mfg. Co, Nothing 
appears on the books in connection with this matter. 

(c) Furniture and fixtures, cost $12,000, book value, $1,800, had been 
sold for salvage of $250, the salvage proceeds being credited to Mis¬ 
cellaneous Income. 

(d) Advances of $1,500 to salesmen have been recorded as Sales Salaries. 

(e) Machinery at the end of the year shows a balance of $24,500. It is 
discovered that additions to this account auring the year totaled 
$6,000, but of this amount $2,500 should have been recorded as ex¬ 
pense. Depreciation is to be recorded at 10^/; on machinery owned 
throughout the year; at one half this rate on machinery purchased 
during the year. 

6. The Waring Sales Co. shows a credit balance in the profit and loss 
account of $16,600 after the income and expense items have been trans¬ 
ferred t o this account at the end of a fiscal year. Give the remaining entries 
to close the books, assuming: 

(a) The business is a sole proprietorship; the owner, A. C. Waring, has 
made withdrawals of $12,000 during the year and (his is reported m a 
drawing account. 

(b) The business is a partnership; the owners, A. C. Waring and P. 11. 
Waring, share profits 5:3; they have made withdrawals of $15,000 and 
$5,000 respectively and these amounts are reported in drawing ac¬ 
counts. 

(c) The business is a corporation; the ledger reports paid-in surplus* 
$150,000, and earned surplus, $15,000; dividends during the year of 
$18,000 were charged to a dividends paid account. 

7 . A. L. James began operations in 1953 with cash of $15,000. During the 
year his sales were $50,000, $36,000 being collected from customers during 
the year. Accounts receivable on December 31 are believed fully collect¬ 
ible. Purchases for the year were $40,000, payments of $27,500 being made 
on account. All sales were made at double the cost of the merchandise. 
The income statement reported a profit for 1953 of $6,500. (a) Prepare a 
balance sheet as of December 31, 1953. (b) Submit a summary of cash in 
support of the balance reported on the balance sheet. 
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PROBLEMS 


5 - 1 . The following cumulative income statements have been prepared for 
the Crandall Company in 1953: 



Five 

Six 

Seven 


Months 

Months 

Months 


Ended 

Ended 

Ended 


May 31 

June 30 

July 31 

Income from sales: 

Sales. 

$175,200 

$219,750 

$258,900 

Sales returns and allowances. 

2,500 

3,750 

5,200 

Net sales. 

$172,700 

$216,000 

$253,700 

Cost of goods sold: 

Inventory, January 1. 

$ 40,000 

$ 40,000 

$ 40,000 

Purchases. 

117,000 

153,000 

185,000 

Freight in. 

2,540 

3,060 

3,600 


$159,540 

$196,060 

$228,600 

Purchases returns. 



$ 250 

Merchandise available for sale. 

$159,540 

$196,060 

$228,350 

Inventory, end of period. 

28,000 

34,000 

44,350 

Cost of goods sold. 

$131,540 

$162,060 

$184,000 

Gross profit on sales. 

$ 41,160 

$ 53,940 

$ 69,700 

Operating expenses: 

Selling expenses: 

Advertising. 

$ 12,000 

$ 17,300 

$ 19,700 

Sales salaries . 

15,000 

20,000 

24,750 

Delivery expense . 

2,300 

2,900 

3,500 

Sales contest bonuses. 


1,000 

1,000 

Depreciation of store equipment_ 

2,000 

2,500 

3,100 


— 

-- 

-- 

Total selling expenses. 

$ :i 1,300 

$ 43,700 

$ 52,050 

General and administrative expenses: 




Depreciation of buildings. 

$ 6,000 

$ 7,500 

$ 9,000 

General and administrative salaries 
Legal expense. 

7,700 

9,500 

11,000 

2,000 

Total general expenses. 

$ 13,700 

$ 17,000 

$ 22,000 

Total operating expenses. 

$ 45,000 

$ 60,700 

$ 74,050 

Net loss from operations. 

$ 3,H40 

$ 6,760 

$ 4,350 

Other income: 




Interest income. 

$ 440 

$ 525 

$ 700 

Other expense: 

$ 3,400 

$ 6,235 

$ 3,650 

Interest expense. 

$ 320 

$ 735 

$ 940 

Sales discount. 

2,200 

2,650 

3,100 

Total other expense. 

$ 2,520 

$ 3,385 

$ 4,040 

Not loss. 

S 5.920 

S 9.620 

JR 7.690 


Instructions: (1) Prepare an income statement for the month of June. 
(2) Prepare an income statement for the month of July. 
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5-2. The data that follow are compiled from the books and records of the 
Ainsworth Company: 

(1) On October 1, 1953, $1,500 was collected for one-year subscriptions 
beginning on that date. A balance sheet account was credited for the 
amount collected. 

(2) The Farmers State Bank deducted $48 from a 60-day, non-interest- 
bearing note payable issued and dated November 10, 1953. An entry 
in a nominal account was made for the interest deducted in advance. 

(3) $2,500 was borrowed from the bank on July 31, 1953, a 6-month note 
accruing interest at 6% being issued to the bank. 

(4) The company received a 60-day, non-interest-bearing note dated 
November 20, 1953, from a customer*, and credited the customer's 
account for the face value of the note less $72 for interest on the 
obligation. The interest was recorded in a nominal account. 

(5) On September 1, 1953, a real account was debited for $108 for the 
premium on a 3-year fire insurance policy beginning on that date. 

(6) The company owns a $5,000, 6% note dated October 31, 1953, and 
due on October 31, 1954. 

The company follows the practice of reversing adjustments for all 
accrued items and deferred items originally enterea in nominal accounts. 

Irtstructiom: (1) Give adjusting journal entries as jf November 30, 1953, 
assuming that the books are adjusted and closed monthlij, 

(2) Give adjusting journal entries as of December 31, 1953, assuming that 
the books are adjusted and closed monthhj, 

(3) Give adjusting journal entries as of December 31, 1953, assuming that 
the books are adjusted and closed only at the end of each calendar year. 

5-3. The following data are compiled from the books and records of the 
Chambers Company: 

(1) $1,500 was borrowed from the bank on October 31,1953. A note was 
issued, the principal sum and interest at 6% becoming payable on 
October 31, 1954. 

(2) On August 1,1953, a real account was debited for $144 for the premium 
on a fire insurance policy covering a 3-year period from that date. 

(3) On September 1, 1953, $750 was collected, representing rental income 
for one year beginning on that date. A balance sheet account was cred¬ 
ited for the amount collected. 

(4) The company owns bonds of $10,000 on which interest at is paid 
semiannually on April 1 and October 1. 

(5) The First National Bank deducted $24 from cash borrowed on a 60- 
day, non-interest-bearing note payable issued and dated November 
8, 1953. An entry in a nominal account was made for the interest 
paid in advance. 

(6) The company received a 90-day, non-interest-bearing note dated 
October 23, 1953, from a customer and credited the customer's ac¬ 
count for the face value of the note less $45, representing a charge 
for interest on the obligation. The interest was recorded in a nominal 
account. 

The company follows the practice of reversing adjustments for all ac¬ 
crued items and deferred items originally entered in nominal accounts. 
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Instructions: (1) Give adjusting entries as of November 30, 1953, assum¬ 
ing that the books are adjusted and closed monthly, 

(2) Give adjusting journal entries as of December 31, 1953, assuming the 
books are adjusted and closed monthly, 

(3) Give adjusting journal entries as of December 31, 1953, assuming that 
the books are adjusted and closed only at the end of each calendar year. 


5-4, The account balances taken from the ledger of P. R. Carter on Jan¬ 
uary 31, 1953, are given below: 


Cash . 

$ 1,020 

Withholding Taxes Payable $ 160 

Notes Receivable. 

1,500 

Sales Tax Payable. 

515 

Notes Rec. Discounted. 

1,200 

P. R. Carter, Capital. 

8,300 

Accounts Receivable. 

3,840 

P. R. Carter, Drawing. 

400 

Allowance for Bad Debts.... 

50 

Sales. 

27,760 

Merchandise Inventory, 


Sales Discounts. 

125 

January 1, 1953. 

6,500 

Purchases. 

19,000 

Office Equipment. 

1,600 

Purchases Discounts. 

165 

Allowance for Depreciation 


Freight In. 

340 

of Office Equipment. 

660 

Advertising Expense. 

110 

Store Equipment. 

3,600 

Delivery Expense. 

230 

Allowance for Depreciation 


Sales Salaries. 

1,800 

of Store Equipment. 

1,350 

Office Expense . 

2,000 

Unexpired Insurance. 

80 

Rent. 

360 

Notes Payable . 

1,200 

Taxes, Payroll and Other. . . 

285 

Accounts Payable. 

980 

Interest Income . 

30 

Accrued Property and Pay¬ 


Interest Expense . 

20 

roll Taxes. 

440 



Data for adjustments for the month ended January 31, 1953, 

follow: 


(a) The allowance for bad debts account is to be increased to $150. 

(b) Depreciation of ofTice equipment is a year. 

(c) Depreciation of store equipment is 10 a year. 

(d) Insurance to be deferred is $45. 

(e) Accrued taxes covering property and payrolls is to be increased to 
$490. 

(f) Unpaid bills for advertising total $40. 

(g) Sales salaries owed are $250. 

(h) Office supplies on hand total $400. 

(i) Of the $30 reported as interest income, $10 is unearned. 

(j) Interest of $15 has accrued on notes receivable. 

(k) Interest of $30 has accrued on notes payable. 

(l) Of the $20 reported as interest expense, $5 represents a prepayment 
for the month of February. 

(m) The merchandise inventory on January 31, 1953, is $2,250. 

Instructions: (1) Prepare an eight-column work sheet. 

(2) Prepare an income statement and a balance sheet. (Discounts are sub¬ 
tracted from sales and purchases to which they relate on the income state¬ 
ment.) 

(3) Assuming that adjusting entries have been prepared as reported on the 
work sheet, give in compound form only those entries required to close the 
books on January 31. 

(4) List the letters for those adjustments that should be reversed as of 
February 1. 
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5-5. The account balances taken from the ledger of A. M. Richards and 
T. K. Scott at the end of the first year's operations on December 31,1953, 
and the data for adjustments are given below: 


Cash. 

$ 2,250 

T. K. Scott, Personal (dr.) .. 

$ 900 

Notes Receivable. 

3,600 

Sales. 

64,850 

Notes Receivable 


Purchases. 

67,000 

Discounted. 

2,000 

Purchases Returns and Al- 

Accounts Receivable. 

2,500 

lowances. 

1,650 

Store Furniture. 

3,700 

Sales Salaries. 

8,000 

Store Supplies. 

600 

Taxes. 

600 

Notes Payable. 

6,000 

Miscellaneous General Ex¬ 


Accounts Payable. 

12,600 

pense . 

12,600 

A. M. Richards, Capital.... 

10,000 

Purchases Discounts. 

2,300 

T. K. Scott, Capital. 

5,100 

Interest Income. 

150 

A. M. Richards, Personal 
(dr.). 

2,400 

Interest Expense. 

500 


Data for adjustments, year ended December 31, 1953: 

(a) Inventories: merchandise, $23,600; store supplies, $280. 

(b) Depreciation of store furniture, 10% a year. Additions to store 
furniture were made on March 1 costing $900, 

(c) Accrued advertising, $65. 

(d) Taxes paid in advance, $100. 

(e) Accrued taxes, $215. 

(f) Deferred interest on notes payable, $60. 

(g) Accrued interest, on notes payable, $30. 

(h) Accrued interest on notes receivable, $35. 

(i) Unearned interest income, $45. 

(}) 5 % of the accounts receivable are expected to prove uncollectible. 

(k) Richards and Scott divide profits and losses in the ratio 3:2. 

Instrnclions: (1) Prepare an eight-column work sheet. 

(2) Prepare an income statement, a statement of changes in partners’ 
capital accounts, and a balance sheet. 

(3) Prepare the required adjusting, closing, and reversing entries. 


5-6. The following account balances are taken from the books of the James 
Manufacturing Co. on December 31, 1.953, the end of the first year of 
operations: 


Cash. 

$34,500 

Indirect Labor. 

$23,000 

Accounts Receivable. 

92,800 

Heal, Light, Power. 

9,000 

Factory Supplies. 

1,200 

Maintenance and Repairs. . . 

5,000 

Office Supplies. 

700 

Miscellaneous Factory 


Plant and Equipment. 

205,000 

Expense. 

6,000 

Accounts Payable. 

73,700 

Sales Salaries and Commis- 


4^% Bonds Payable. 

150,000 

sions. 

24,000 

Capital Stock (par $20).... 

100,000 

Advertising. 

15,000 

Sales. 

470,000 

Miscellaneous Selling Ex¬ 


Sales of Raw Materials (at 


pense . 

20,000 

cost) . 

26,100 

Office Salaries. 

17,000 

Raw Materials Purchases . . . 

247,100 

Miscellaneous General and 


Freight In. 

7,000 

Administrative Expense. . 

. 4,125 

Direct Labor. 

105,000 

Interest Expense — Bonds. . 

3,375 
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The following adjustments are to be made on December 31: 

(a) Inventories: 

Finished Goods, $18,000 
Goods in Process, $14,000 
Raw Materials, $20,000 
Factory Supplies, $500 
Oflice Supplies, $250 

(b) Provision for loss from bad debts, of sales of finished product. 

(c) Depreciation, 8^X, chargeable 4 to manufacturing, J to selling, J to 
office. 

(d) Accrued Salaries and Wages: 

Direct Labor.$ 2,200 

Indirect Labor.. . . 500 

Sales Salaries. 800 $3,000 

(e) A dividend of $1 per share had been declared December 28 and is 
payable January 10, 1954. 

(f) Bond interest payment datt's are March 1 and September 1 . 

(g) Provision of $ 10,000 is to be made for the federal income taxes for 1958. 

Irii^tr^Hiions: (1) Prepare a ten-column work sheet. 

( 2 ) Prepare a balance sheet, an income statement and a cost of goods 
manufactured schedule, and a surplus statement. 

( 8 ) Prepare the necessary adjusting, closing, and reversing entries. 


5*7. The following account balance's are taken from the general ledger of 
the Marshall Manufacturing Co. on December 31, 1953, the end of a fis¬ 
cal year. The corporation was organized January 2, 1947. 


Cash on Hand and in Banks $19,500 


Notes Receivable.18,500 

Accounts Receivable. 56,000 

Allowance for Doubtful Ac¬ 
counts . 650 

Finished Goods Inventory 

January 1 , 1953. 40,500 

Goods in Process Inventory, 

January 1, 1958. 42,000 

Raw Materials Inventory, 

January 1 , 1953. 24,0^0 

Shipping Supplies. 8,500 

Office Supplies. 6,200 

Factory Supplies. 12,500 

Tools. 10,000 

Patterns and Dies . 20,000 

Shipping Department Equip¬ 
ment. 12,000 

Allowance for Depreciation 

of Shipping Equipment.. 7,200 

Office Furniture and Fix¬ 
tures . 15,000 


Allowance for Depreciation 
of Office Furniture and 

Fixtures. $ 9,000 

Machinery and Equipment. 160,000 
Allowance for Depreciation 
of Machinery and Equip¬ 
ment . 80,000 

Buildings. 125,000 

Allowance for Depreciation 

of Buildings. 18,000 

I^and. 20,000 

Patents. 27,500 

Notes Payable. 23,000 

Accounts Payable. 45,700 

^% First Mortgage Bonds. 100,000 
6 % Preferred Stock (Par 

$ 100 ). 100,000 

Common Stock (Par $100) 100,000 

Premium on Common Stock 10,000 

Earned Surplus. 105,875 

Sales. 520,000 
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Sales Returns and Allow¬ 
ances.$ 10,000 

Raw Materials Purchases... 110,200 

Freight and Cartage In .. . 8,800 

Purchase Returns and 

Allowances. 3,000 

Direct Labor. 103,700 

Indirect Labor. 24,000 

Plant Superintendence. 20,000 

Maintenance and Repairs 

of Buildings . 6,300 

Maintenance and Repairs of 

Machinery. 4,500 

Heat, Light, and Power 

(Factory). 11,000 

Taxes. 10,200 

Sundry Factory Expense. . . 3,600 

Sales Salaries. 30,000 


Sales Commissions. $12,300 

Traveling Expense. 8,500 

Advertising Expense. 24,000 

Shipping Department Sala¬ 
ries . 6,000 

Sundry Shipping Depart¬ 
ment Expenses. 1,000 

Officers Salaries. 30,000 

Office Salaries. 14,000 

Insurance. 8,500 

Postage, Telephone and 

Telegraph. 1,400 

Sundry Office Expense . . . 1,500 

Purchases Discounts. 3,400 

Interest Income. 800 

Sales Discounts. 6,500 

Interest Expense Bonds.. . 2,625 

Interest Expense Other... 800 


The following adjustments are to be made on December 31, 1953, 
before the books ai*e closed: 

(a) Inventories: 

Finished Ooods, $49,500; Goods in Process, $55,200; Raw Materials, 
$36,600; Shipping Supplies, $1,800; Office Supplies, $1,000; Factory 
Supplies, $2,700. 

(b) Depreciation and Amortization: 

Shipping department equipment, 12|%. 

Office furniture and fixtures, 10V('/. 

Machinery and equipment, 5%. New machinery and equipment 
costing $60,000 was installed on March 1, 1953. 

(buildings, 4^\'. Additions to the buildings costing $50,000 were com- 
[pleted June 30, 1953. 

[Patents were acquired January 2, 1947. They are being reduced by 
of cost each year. 

/Patterns and dies are reduced by 15of the balance in the account. 
Tools are reduced by 20V/ of the balance in the account. 

(c) The allowance for doubtful accounts is to be increased by \% of net 
sales. 

(d) Accrued P]xpenses: 

Salaries and wages: direct labor, $1,400; indirect labor, $300; sales 

_salaries, $400; shipping department salaries, $100. 

Interest on bonds is payable semiannually on February 1 and August 1. 
Interest on notes payable, $50. 

Property taxes, $2,000. 

(e) Deferred Expenses: 

Insurance, $2,500. 

Interest on notes payable, $100. 
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(f) Accrued Income: Interest on notes receivable, $200. 

(g) The following information is also to be recorded: 

( 1 ) It is discovered that sales commissions of $ 1,200 were charged in 
error to the account Shipping Department Salaries. 

(2) On December 30 the board of directors declared a quarterly divi¬ 
dend on preferred stock and a dividend of $1.50 on common stock, 
payable January 25, 1954, to stockholders of record Jan. 15, 1954. 

(3) Provision is to be made for income taxes for 1953 at 40% of net 
income. 

Taxes, expired insurance, and building expenses are to be distributed 
as follows: to manufacturing operations, 70%; to selling operations, 
20 %; to general operations, 10 %. 

The only changes in earned surplus during the year were the charges 
for the regular quarterly dividends on preferred stock. The balance 
of Earned Surplus on January 1 , 1953, was $110,375. 

Instructions: (1) Prepare a ten-column work sheet. There should be a 
pair of columns for trial balance, adjustments, manufacturing, profit and loss, 
and balance sheet. 

(2) Prepare (a) a balance sheet, (b) an income statement supported by 
schedules showing the cost of goods manufactured, selling expenses, and gen¬ 
eral and administrative expenses, and (c) an earned surplus statement. 

fS) Draft all of the journal entries necessary to give effect to the fore¬ 
going information and to adjust and close the books of the corporation. 

(4) Draft the necessary reversing entries as of January 1 , 1954. 

5-8. The Bronson Trading Co. maintains two sales departments, Depart¬ 
ment A and Department B. A factory division of this company manu¬ 
factures merchandise that is sold only in Department A. Below is given 
a complete list of the account balances taken from the company’s general 
ledger on December 31, 1953, the end of a fiscal year. 


Cash. $18,750 

N otes Receivable. 11,400 

Notes Receivable Dis¬ 
counted. 2,500 

Accounts Receivable. 33,300 

Allowance for Bad Debts.. . 450 

Merchandise Inventory, 

Dept. A. 14,800 

Merchandise Inventory, 

Dept. B. 12,200 

Finished Goods Inventory. . 5,400 

Goods in Process Inventory. 11,800 

Raw Materials Inventory... 10,000 

Store Supplies, Dept. A. . . . 2,100 

Store Supplies, Dept. B. . . . 1,800 

Factory Supplies. 4,100 

Unexpired Insurance. 7,000 

Store Building. 20,000 


Allowance for Depreciation 

of Store Building. $ 2,800 

Factory Building. 40,000 

Allowance for Depreciation 

of Factory Building. 4,900 

Store Fixtures. 10,000 

Allowance for Depreciation 

of Store Fixtures. 4,200 

Machinery and Equipment. 50,000 

Allowance for Depreciation 
of Machinery and Equip¬ 
ment. 14,000 

Land. 40,000 

Tools. 8,500 

Patterns and Dies. 6,000 

Goodwill. 20,000 

Notes Payable. 6,000 

Accounts Payable. 23,000 

6^''o First Mortgage Bonds. . 50,000 

Common Stock ($100 par). . 100,000 
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Treasury Stock (Common, 

150 shares).$ 15,000 

7 % Cumulative Preferred 

Stock ($100 par). 50,000 

Earned Surplus. 26,205 

Sales, Department A. 262,400 

Sales, Department B. 101,000 

Sales Returns and Allow¬ 
ances Department A. 5,400 

Sales Returns and Allow¬ 
ances, Department B . . . . 2,000 

Merchandise Purchases, 

Dept. A. 24,000 

Merchandise Purchases, 

Dept. B. 66,000 

Freight in - Mdse. Pur¬ 
chases . 3,000 

Raw Materials Purchases.. . 41,400 

Direct Labor. 50,400 

Indirect Labor. 26,900 

Factory Superintendence. . . 12,000. 


Factory Maintenance and 

Repairs. $ 1,500 

Factory Heat, Light, Power 14,000 

Taxes. 7,200 

Miscellaneous Factory 

Expense. 2,100 

Sales Salaries, Dept. A. 13,000 

Sales Salaries, Dept. B. 6,500 

Advertising. 8,400 

Miscellaneous Store Ex¬ 
pense . 1,500 

Othcers Salaries. 17,400 

Postage, Telephone, and 

Telegraph. 300 

Miscellaneous Office Ex¬ 
pense . 1,800 

Interest Income. 545 

Purchases Discounts. 2,000 

Interest FApense — Bonds 2,000 

Interest Expense — Other. . 1,050 


The following information is to be considered in adjusting and closing 
the books on December 31, 1953: 

(a) Inventories: 

Mdse. Inventory, Raw Materials Inven- 

Dept. A. $15,800 tory. $8,600 

Mdse. Inventory, Store Supplies Inventory, 

Dept. B.‘ . 11,500 Dept. A. 430 

Finished Goods In- Store Suppli(‘s Inventory, 

ventory. 7,600 Dept. B. 275 

Goods in Process Factory Supplies. 875 

Inventory. 12,000 

(b) Depreciation and Amortization: 

Store and factory buildings, 4%. An extension to the factory build¬ 
ing, costing $5,000, was completed October 1 , 1953. 

Store fixtures, 20%. 

Machinery and equipment, 10%. 

Tools of $3,000 are to be written off to expense. 

Patterns and dies of $ 2,100 are to be written off to expense. 

(c) Bad Debts: 

Each department is to be charged with J of 1 % of its net sales, and 
the allowance for bad debts is to be credited for this total. 

(d) Accrued Expenses: 

Advertising, $1,500. 

Wages and Salaries: 

Direct Labor.$800 Sales Salaries, Dept. A.$250 

Indirect Labor. 450 Sales Salaries, Dept. B. 200 

Interest: Interest on the first mortgage bonds is payable semiannually 
on March 1 and September 1. 
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(e) Prepaid Expenses: 

Insurance prepaid on December 31, $4,200. 

Taxes prepaid on December 31, $650. 

Interest prepaid on notes payable, $150. 

(f) Accrued Income: 

Accrued interest on notes receivable, $85. 

(g) The following information is also to be recorded: 

(1) In December the board of directors declared a regular quarterly 
dividend on preferred stock and a $6 dividend on common stock, 
dividends payable January 20, 1954. It was also decided to write 
off goodwill against Earned Surplus at the end of the year. 

(2) Provision is to be made for income taxes for 1953 at 40% of the net 
income, 

(h) Expenses are to be distributed to departments as indicated below: 

Factory Dept. A Dept. B 

Taxes and expired insurance 50' i 30% 20% 

Selling and general expenses that 
cannot be identified with depart¬ 
ments 70%; 30% 

Freight in on merchandise purchases is chargeable to departments on 
basis of purchases. 

Instrnciiom: (1) Prepare a 14-column work sheet with columns as follows: 
Two columns for trial balance. 

Two columns for adjustments. 

Two columns in which will be summarized the cost of goods manufactured 
and transferred to Dept. A (finished goods remain in the factory unti^ 
requisitioned by Dept. A). 

Two columns for income and expense of Department A. 

Two columns for income and expense of Department B. 

Two columns for nondepartmental income and expense (interest and dis¬ 
count items). Departmental profits and losses are carried to this pair 
of columns so that a balance may be determined here that shows the 
profit and loss for operations as a whole. 

Two columns for balance sheet items. 

(2) Prepare (a) a balance sheet; fb) an income statement showing re¬ 
sults of operations for Department A, Department B, and for the business as 
a whole; (c) a schedule supporting the income statement to show the cost of 
goods manufactured and transferred to Department A; and (d) an earned 
surplus statement (assume that surplus was affected only by regular quarterly 
preferred dividends in 1953 prior to December 31). 

(3) Draft all of the journal entries necessary to give effect to the foregoing 
information and to close the books. 

(4) Draft the necessary reversing entries as of January 1, 1954. 



Chapter 
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Cash and Temporary Investments 


IMPORTANCE OF Tho nature of working eapital and the im- 

WORKING CAPITAL portance that attaches to a satisfactory work¬ 
ing capital position have already been mentioned. A business cannot 
survive in the absence of a favorable ratio between current assets and 
current liabilities. Furthermore, its ability to prosper will be largely 
determined by the composition of the current asset pool. There must 
be a healthy balance between liquid capital, in the form of cash and 
marketable securities, and receivables and inventories. Activities of 
the business center about these items. Fash and marketable securities, 
representing purchasing power immediately available, are used to 
meet current claims and purchasing, payroll, and expense requirements; 
receivables are the outgrowth of sales effort and are a source for cash 
in the course of operations; merchandise is the means of achieving a 
profit. Management in setting policies with respect to general opera¬ 
tions, purchasing, financing, expansion, and dividends must work 
within the limitations set by the company’s working capital position. 
This and the succeeding five chapters direct attention to the current 
asset and current liability items and the problems of income measure¬ 
ment related thereto. 


NATURE OF CASH Cash is perhaps the most active item on the 

accounting statements. The movement of 
cash completes almost all purchases and sales transactions. Purchases 
of goods or services normally result in cash pa3Tnents; sales normally 
result in cash receipts. Cash, more often than any other asset, is the 
item involved in business transactions. This is due to the nature of the 
business transactions, which include a price and conditions calling for 
settlement in terms of the medium of exchange. 

In striking contrast with the activity of cash is its unproductive 
nature. Since cash is the measure of value, it cannot expand or grow 
unless it is exchanged. Large balances of cash on hand are often referred 
to as “idle cash.” To be most useful to a business enterprise, cash 
must be kept moving. 
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COMPOSITION OF Cash should represent only those amounts 

freely available for general disbursement pur¬ 
poses. Cash should include amounts in banks and elsewhere available 
upon demand and those money items on hand that can be used as a 
medium of exchange oi* that are acceptable for deposit by a bank at 
face value. Cash on hand should include petty cash funds, change 
funds, and other regularly used and unexpended cash funds, together 
with other cash items on hand consisting of coins and currency, per¬ 
sonal checks, cashiers’ checks, bank drafts, and money orders. 

“Acceptance at face value on deposit’’ is a satisfactory test in clas¬ 
sifying as cash the items that may be found in the cash drawer. It is 
assumed that deposits are made regularly, and such deposits become a 
basis for disbursements by the debtor. Although postage stamps may 
in some instances pass for mail payments of small amounts, they are 
not accepted for deposit and should be classified as office supplies 
rather than as cash. Post-dated checks are accounts receivable until 
the time when they can be deposited. Cash-due memorandums for 
money advanced to officers and employees repre.sent receivables, in 
some instances less satisfactory receivables than those of trade cus¬ 
tomers. Paper left at a bank for collection represents a receivable 
until collection is made and tbe amount is added to the depositor’s 
account. Stocks, bohds, and United States securities, although im¬ 
mediately convertible into cash, do not con.stitute cash and should be 
reported under appropriately descriptive titles. 

Certain cash items may be specifically designated for certain pur¬ 
poses. Such items call for separate reporting. Those balances that are 
to be applied to some current purpose or current obligation are, how¬ 
ever, properly included in the cuirent section on the balance sheet. 
For example, cash funds for employees’ travel, for payment of current 
interest and dividends, or for payment of obligations for plant items 
included in the current liabilities may be separately reported but are 
still classified as current. 

Cash items not freely available for current disbursements require 
separate designation and classification under a noncurrent heading on 
the balance sheet. The noncurrent classification applies to such items 
as time deposits not currently available as a result of special withdrawal 
restrictions; cash in foreign banks blocked or otherwise restricted as to 
withdrawals; cash deposits on bids or options that may be applied to 
the acquisition of noncurrent assets; cash funds and cash held by 
trustees for plant acquisitions, bond retirement, and pension payments; 
and balances in closed banks. 
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CONTROL OF CASH Cash is both active and liquid. Control of 

cash movements is necessary to prevent 
losses. While no system guarantees complete control of cash, the 
spreading of cash fimctions among several employees tends to insure 
its safe handling and accurate reporting. This division of work among 
several people is known as internal check. 

A satisfactory system of internal check affords safeguards against 
practices resulting in the misappropriation of funds. When persons 
have access to cash and also to the business records, the business be¬ 
comes vulnerable to a great number of fraudulent practices. The fol¬ 
lowing are only a few of the practices that have been found under such 
conditions: (1) Cash from sales, from recoveries of accounts previously 
written off, and from other income soui'ces is not recorded, such cash 
being pocketed. (2) Receivables arc not entered on the books, and 
cash collected on such receivables is withheld. 13) A part of a cus¬ 
tomer’s remittance may be misappropriated. Sales Discounts or Sales 
Returns and Allowances being charged for the cash withdrawn for per¬ 
sonal use. (4) Bad Debts or Allowance for Bad Debts is charged and 
the customer’s account is credited when payment is I’eceived, and the 
proceeds are withheld. (5) Vouchers once paid for are used in support 
of further reimbursements. (6) Checks •’or personal purposes are 
charged to business expense. i7) Invoices, vouchers, receipts, or pay¬ 
roll records are supplied in support of fictitious charges, and checks 
issued in payment of such charges are subsequently forged. (8) Pur¬ 
chases discounts or purchases returns and allowances are omitted or 
understated, Cash being credited for an excessive amount and cash 
equal to the fictitious charge misappropriated. 

Two additional practices, “check kiting’’ and “lapping,” are found 
where those who handle cash also maintain the cash record. 

“Check kiting” occurs when a check is drawn upon one bank 
account and is deposited in another bank account at the end of the 
month. The deposit is recorded by the second bank in the current 
month, but the check is not cleared so that the withdrawal is not 
recorded by the first bank. No entry is made in the books of account 
for the check. When the bank statements are received, the balance 
shown in the bank on which the check was drawn is unchanged because 
the check has not yet been presented to that bank for payment. At 
the same time the balance in the bank in which the check was deposited 
is increased. In this way a cash shortage may be concealed for the 
time being. 

“Lapping” is a practice accomplished by postponing credits to 
customers’ accounts for cash received to apply on accounts. For ex- 
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ample, in successive days, cash is received from customers A, B, and C 
in amounts of $75, $125, and $120. A’s payment is withheld. A is sub¬ 
sequently credited with $75 out of B’s payment and the difference, 
$50, is taken. B is credited for $125 upon C's $120 pasrment and return 
of $5 on the amount originally “borrowed.” The shortage at this point 
is $120, the unrecorded credit to C’s account. This procedure can be 
continued with but slight delay in recording any customer’s payment. 
The embezzler usually means to return the money and avoid the strain 
of “lapping” after he has made a “profit on his investments.” 

A system of internal check or control over cash funds should oper¬ 
ate to disclose cash discrepancies as well as to fix responsibility for any 
possible misappropriations or mistakes in handling and recording cash. 
Where misuse of funds or errors are indicated, it is only fair to members 
of an organization that the causes be determined and the responsibility 
be fixed so that innocent parties may be spared any embarrassment. 

The system of internal check must, of course, be adapted to the 
business that it is to serve. It is not feasible to attempt to describe all 
of the features and techniques that might be employed in businesses 
of various kinds and sizes. In general, however, systems of internal 
control deny access to the records to those who handle cash. This 
reduces the possibility of improper entries to conceal the misuse of 
cash receipts and cash payments. The misappropriation of cash is 
greatly reduced if two or more employees must conspire in the em¬ 
bezzlement. Further, the system normally provides for separation of 
the receiving and paying functions. The basic characteristics of a 
system of internal check are listed and described below: 

(1) Separation of handling and recording cash receipts. 

(2) Daily deposit of all cash received. 

(3) Internal audit at irregular intervals. 

(4) Voucher system to control cash payments. 

Normally an adequate system would require that sales receipts 
and cash remittances from customers be made available directly to 
the treasurer or the cashier for deposit, while records supporting such 
transactions as well as records supporting bank deposits be made 
available directly to the bookkeeping division. Frequently, for example, 
a clerk opens the mail, prepares lists of remittances in duplicate, and 
then sends the cash and one copy of the list of remittances to the 
cashier and the second copy of the list to the bookkeeping division. 
Entries in the books of original entry and postings to customers’ 
accounts are made directly from this list. Readings of cash registers 
are made by some responsible party other than the cashier at the end 
of the day, and a summary of receipts is provided the bookkeeping 
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division by this party for use in recording receipts. While deposits 
to the bank are made by the cashier or the treasurer, entries in the 
books are made from lists of remittances and register readings pre¬ 
pared by independent parties. If customers’ remittances are not 
listed and the cash is misused, statements to customers will report 
excessive amounts and protests will lead to sources of the discrepancies; 
if cash receipts listed are not deposited properly, the bank record will 
not agree with cash records. 

The daily deposit of all cash received prevents sums of cash from 
lying around the office and being used for other than business purposes. 
Officers and employees have less opportunity to borrow on I.O.U.’s. 
The bank now protects company funds and releases these only upon 
proper company authorization. When cash is deposited daily, the 
bank’s record of deposits is compared and must agree with the 
depositor’s record of cash receipts. This double record of cash 
provides an automatic check over cash receipts of the business. 

A system of internal audit at irregular and ui.announced intervals 
may be made a part of the system of internal •heck. A member of 
the auditing department verifies the records and checks upon the 
activities of those employees handling cash to make sure that the pro¬ 
visions of the system are being carried out. Such control is particularly 
desirable over petty cash and other cash funds where cash handling 
and bookkeeping are generally combined. 

The use of the voucher system to control cash payments is a 
desirable feature of cash control. Vouchers authorizing disbursements 
of cash by check are made at the time goods or services are received 
and found acceptable. Entries in the voucher register recording the 
expenditure and the authorization for payment are accomplished by 
the bookkeeping division. Checks are also prepared here and are sent, 
together with the documents supporting the disbursements, to the 
person authorized to make payment. This party signs and issues 
checks only after careful inspection of the vouchers supporting and 
authorizing payments. The bookkeeping department, upon notifica¬ 
tion of the issuance of checks, makes appropriate records of this fact. 
Receiving and paying functions of the business are maintained as two 
separate systems. In each instance cash and recording activities are 
exercised by different parties, with misappropriation of funds impos¬ 
sible without the collusion of two or more parties. The voucher system 
offers control over cash disbursements. It also provides for the imme¬ 
diate recognition of every liability incurred. Vouchers filed according 
to discount date or due date serve to provide financial officers with sig¬ 
nificant data concerning future demands upon cash. 
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DOUBLE RECORD The preceding section listed the daily deposit 

OF CASH Qf received as an important factor in 

the control of cash. If all cash receipts are deposited daily, then the 
bank record of deposits follows the depositor’s record of cash receipts. 
As a complementary device, all cash payments should be made by 
check, the bank then maintaining a record for checks that follows the 
depositor’s record of cash payments. Two complete cash summaries 
are thus available, one in the cashbook and the other on the bank state¬ 
ment. In addition to the advantages resulting from organized and con¬ 
sistent routines applied to cash receipts and disbursements, a duplicate 
record of cash maintained by an outside agency has been made avail¬ 
able as a check upon the accuracy of the company records. 

Maintenance of the double record of cash involves two special 
business and accounting procedures described in the following sections: 
(1) the adoption of a system of cash disbursements from a petty cash 
fund, and (2) reconciliation of the bank balance with the cash balance 
at regular intervals. 


IMPREST SYSTEM OF Immediate cash payments and payments that 

^ AfU BIIMDC i »/ 

are too small to be made by check may be 
made from a petty cash fund. Under the imprest system the petty cash 
fund is created by drawing a cheek payable to petty cash for the 
amount of the fund to be established. The cash is then turned over 
to a cashier or some person who is to be responsible for payments made 
out of the fund. The cashier generally requires a signed receipt for 
all payments made. A record of these payments may be kept in a 
petty cash journal. Whenever the amount of cash remaining in the fund 
runs low and at the end of each fiscal period, the fund is replenished 
by wTiting a check payable to petty cash equal to the payments that 
have been made from the fund. Replenishment is necessary whenever 
statements are to be prepared, since petty cash is reported on the 
balance sheet at the original balance and operating accounts should 
reflect all petty cash disbursements. 

The request for cash to replenish the fund is supported by a sum¬ 
mary and analysis of the signed receipts that were required at the time 
of the payments from the fund. This analysis is the basis for charges 
to the proper accounts for the amount of the replenishing check. The 
signed receipts are then filed as evidence supporting these entries. 

The cashier of the petty cash fund is held accountable for the total 
amount of the fund in his care. He must have on hand at all times cash 
and signed receipts equal in amount to the original balance of the 
fund. Inasmuch as the cashier normally keeps the petty cash records. 
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the rule of separating the recording and handling of cash is not here 
enforced. Such practice is considered permissible in this case, however, 
since the amounts involved are relatively small and the entire pro¬ 
ceedings are subject to internal audit. 

To illustrate the accounting procedures involved in the use of a 
petty cash fund, assume that on May 1, Martin Motors, Inc. sets up 
a petty cash fund of $100; on May 23, the fund is replenished by 
$92.47; on May 31, the end of the period, the fund is replenished by 
$35.18. The following entries are required in recording the establish¬ 
ment and the replenishment of the fund: 


May 1 Petty Cash Fund . 100.00 

Cash . 100.00 

To set up a petty cash fund. 

May 23 Various Expense, Asset, or Other Accounts 92 47 

Cash . 92 47 

To replenish the petty cash fund for 
disbursements. May 1 23, as shown 
by receipts 1 73. 

May 31 Various Expense, Asset, or Other Accounts 35 18 

Cash. 35 18 

To replenish the petty cash fund at 
the end of the month for disburse¬ 


ments, May 24 31, as shown by re¬ 
ceipts 74-93. 

If the business uses the voucher system, establishing and replenish¬ 
ing the fund requires the preparation of vouchers and entries in the 
voucher register. Charges in the voucher register are made to the 
accounts indicated above, but credits are made to Accounts Payable. 
When checks are issued, they are recorded as charges to Accounts 
Payable and credits to (]ash. The net effect in the accounts is exactly 
the same as illustrated above. 

Methods other than the imprest system are sometimes employed 
in handling petty cash. These may provide for checks of fixed amounts 
to be given to the petty cashier upon his request. Replenishing checks 
would not have to agree with the disbursements. Records of petty 
cash payments here may be used as books of original entry for posting 
purposes. Expenses are charged and Petty Cash is credited for cash 
disbursements. Petty Cash is debited and Cash is credited for cash 
transfers to petty cash. Such procedures are sometimes called the 
fluctuativg fund method to distinguish them from the imprest 
system that provides for a nonfluctuating fund. 

The imprest system may be employed not only for petty cash but 
also for other funds in a large organization. For example, a branch 
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office or agency may be allowed a fund that is subsequently replenished 
for amounts equal to disbursements out of the fund. Evidence con¬ 
cerning payments out of the fund is submitted with the request for 
replenishment, and fund disbursements are recorded on the books at 
the time of fund replenishment. 


RECONCILIATION OF When daily receipts are deposited and pay- 
BANK BALANCES ments Other than those from petty cash are 

made by check, the bank’s account of its transactions with the depositor 
provides a record that may be compared with the record of cash on the 
depositor’s books. This comparison is usually made monthly when a 
statement is received from the bank. When the balance on the bank 
statement is not identical with that reported on the depositor’s books, 
a summary known as a bank reconciliation statement is prepared that 
offers the reasons for any discrepancy. 

An understanding of the reciprocal relationship existing between 
the records of the bank and the depositor is necessary in the preparation 
of the reconciliation statement. All debit entries on the books of one 
party should be matched by credit entries on the books of the other 
party; all credit entries should be matched by debit entries on the 
books of the other. For example, a deposit is a debit to the bank on the 
depositor’s records, a credit to the depositor’s account on the bank’s 
records. A check drawn by a depositor is a credit to the bank on the 
depositor’s books and a debit to the depositor’s account on the bank’s 
records. These transactions are illustrated below: 


BANK’S BOOKS 
Mason Inc., Depositor 


DEPOSITOR’S BOOKS 
Cash (First National Bank) 


Checks 


Deposits 


Deposits 


Checks 


When the two records are compared, certain items may appear on 
one record and not on the other, resulting in a discrepancy in the two 
balances. For example, checks may have been entered in the cash 
records but may not yet have been presented for payment at the 
depositor’s bank. The subtraction then appears on the depositor’s 
record but not on the bank statement. In another instance, receipts 
of cash shown on the cash record may not be deposited until the 
following day; the bank statement balance, therefore, may not show 
the addition for receipts of the last day of the period covered. Other 
items resulting in discrepancies in the two records may include charges 
and credits made by the bank: for example, collection and protest fees 
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charged by the bank to the depositor, various service and interest 
charges made by the bank, and credits for drafts and notes collected 
by the bank on behalf of the depositor. The depositor may be unaware 
of these charges and credits until the bank statement is received. 

If, after considering the items mentioned, the bank statement and 
the book balances cannot be reconciled, a detailed analysis of both the 
bank's records and the depositor's records may be necessary to deter¬ 
mine whether errors have been made by either party in summarizing 
cash activities. The bank reconciliation, then, is a means of determin¬ 
ing the accuracy of the cash records as they stand, as well as a basis 
for bringing the depositor's records up to date. In view of the reciprocal 
nature of the depositor's and the bank's records, required adjustments 
in the two balances, apart from any corrections for errors that may be 
required, fall under one of four headings as follows: 


BANK’S BOOKS DEPOSITOR'S LOOKS 

Mason, Inc., Depositor Cash (First National Bank) 


(1) Credits on de¬ 
positor’s records 
not shown above. 


Balance per 
statement xxx 

(2) Debits on de¬ 
positor’s records 
not shown above. 


Balance per 
account xxx 

(3) Credits on 
bank statement 
not shown above. 


(4) Debits on 
bank statement 
not shown above. 


Examples of each of the four types of adjustments are listed below: 

(1) Outstanding checks not yet cleared by the bank. 

(2) Deposits entered on the books of the depositor but not yet deposit¬ 
ed in the bank. 

(3) Collection of a note for the depositor by the bank, credited to the 
depositor’s account and reported to him on his monthly statement. 

(4) Bank service charges charged to the depositor’s account and re¬ 
ported to him on his monthly statement. 

There are two forms of the reconciliation statement. One form re¬ 
quires that both the bank and the company balances be brought to 
the same corrected balance by adjustments for all information not yet 
reflected on the respective books. Another form begins with the bank 
balance and reports the adjustments that must be applied to this 
balance to obtain a reconciliation with the cash balance as shown on 
the depositor’s books. The first form is illustrated on page 156; the 
second, on page 157. 

The first form brings both figures to the corrected cash balance for 
statement purposes. It is set up in two sections, the bank statement 
figures being adjusted in the first section and the cash account figures 
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MASON, INC. 

Bank Reconciliation Statement 
November 30, 1953 


Balance per bank statement, November 30, 1953. $2,979.72 

Add: Receipts for November 30 not yet deposited. . . $658.50 

Charge for interest made to depositor’s account 

by bank in error. 12.50 671.00 


$3,650.72 

$ 58 16 
100.00 
98.60 
255.00 

192 07 703.83 

Adjusted bank balance. $2,916.89 

Balance per cash account, November 30, 1953. $2,552.49 

Add: Proceeds of draft collected by bank Novem¬ 
ber 30. $498.50 

Check No. 1116 for $46 recorded by depositor 
at $64 in error. 18.00 516.50 


Deduct: Outstanding checks: 

No. 1125 . 

No. 1138 . 

No. 1152. 

No. 1154. 

No. 1155. 


$3,068.99 

Deduct: Service charges. $ 3.16 

Customer’s check deposited November 29 

found to be uncollectible. 118 94 122 10 


Adjusted cash balance 


$2,946.89 


Reconciliation of Bank and fash Balances with Corrected Cash Balance 


being adjusted in the second section. The first section contains items 
(1) and (2) listed on page 155 that the bank has not yet recognized with 
respect to the depositor, as well as any corrections for errors that may 
have been made by the bank. The second section contains items (3) 
and (4) that the depositor has not yet recognized with respect to the 
bank, as well as any corrections for errors that may have been made by 
the depositor. 

The second reconciliation form simply reports the reasons for the 
discrepancy between the two cash balances. It should be observed 
that this approach is frequently required in other types of reconcilia¬ 
tions that must be developed in the course of accounting. For example, 
it may be necessary to reconcile the net income per books with the 
taxable income as reported on a tax return. In explaining the reasons 
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MASON, INC. 

Bank Reconciliation Statement 
November 30, 1953 


Balance per bank statement, November 30, 1953.$2,979.72 

Add: Receipts for November 30 deposited on Decem¬ 
ber 1. $658.50 

Service charges. 3.16 

Charge for interest made to depositor’s account 

by bank in error. 12.50 

Customer’s check deposited November 29 
found to be uncollectible. 118.94 793.10 


$3,772.82 


$ 58.16 
100.00 
98.60 
255.00 

192.07 $703.83 

Check No. 1116 for $46 recorded by de¬ 


positor at $64 in error. 18.00 

Proceeds of draft collected by bank on 

November 30. 498.50 $1,220.33 

Balance per cash account, November 30, 1953. $2,552.49 


Reconciliation of Rank Ralance to Pash Balance 

for the discrepancy, as well as proving the accuracy of the related 
figures, a summary such as follows would be developed: 


Net income per books . $12,600 

Add expenses not deductible for income tax purposes . 450 

$13,050 

Deduct income not reportable for income tax purposes. 1,500 

Taxable income per income lax return . $11,550 


While the first form of reconciliation of cash on page 156 may be 
considered preferable because it develops a corrected cash figure and 
shows separately all of the items requiring adjustment on the de¬ 
positor’s books, some accountants may prefer to use the second form, 
which is consistent with the nature of the analysis that is required in 
many other accounting situations. 

After reconciling cash balances, the depositor should enter on his 
books any items appearing on the bank statement and requiring recog¬ 
nition on his books, as well as any corrections for errors discovered on 


Deduct: Outstanding checks: 

No. 1125. 

No. 1138. 

No. 1152. 

No. 1154. 

No. 1155. 
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his own books. The bank should be notified by the depositor of any 
errors that the bank has made as disclosed in the course of reconciling 
the balances. The following entries are required on the books of 
Mason, Inc. by the reconciliation just made. 


498 50 
1 50 

500 00 

To record collection of a $500 time draft by 
the bank on which bank charges were $1.50. 


Cash 

Collection Fees 
Notes Receivable 


Cash 18 00 

Advertising 18 00 

To record correction lor check in payment of 
advertising that was recorded at $64 instead of 
the actual amount, $46. 


Accounts Receivable 118 94 

Miscellaneous General Expense 3 16 

Cash 

To record (1) customer’s uncollectible check 
and (2) bank charges for November. 


122 10 


After these entries are posted, the cash account will show a balance 
of $2,946.89, the amount properly reportable on the balance sheet. 


CASH SHORTAGES When, during the course of the day, cash 

records and summaries report a total of cash 
that is different from the amount available for deposit and it is assumed 
that cash has been lost or errors have been made in making change, an 
adjustment is made to a cash short and over account. The net balance 
in this account may be reported as a financial management item in 
summarizing profit and loss. A cash shortage resulting from employee 
defalcation, however, should be charged to an account with the em¬ 
ployee or the bonding company liable for such losses. Failure to re¬ 
cover shortages, of course, would mean the recognition of an extra¬ 
ordinary loss. 

MISREPRESENTATION OF While a system of internal check may provide 
CURRENT CONDITION effective control of cash, careful analy¬ 

sis by the accountant or auditor is still necessary at the end of the 
accounting period to determine whether transactions are recorded so 
as to present the cash and current position of the business properly. 
Certain practices on the part of management designed to present a 
more favorable current condition than is actually the case are some¬ 
times encountered. Such practices are sometimes referred to as “win¬ 
dow dressing.” For example, cash records may be kept open for a few 



Ch 6] CASH AND TEMPORARY INVESTMENTS 159 

days beyond the end of the fiscal period. Cash received from customers 
during this period is reported as cash as of the end of the preceding 
period. A more liquid current position is thus reported. If this cash 
is then used to pay off creditors and such pa 5 mients are predated, the 
ratio of current assets to current liabilities may actually be improved. 
For example, if the current ratio is 1.5 to 1 with current assets of $30,000 
and current liabilities of $20,000, recording payment to creditors of 
$10,000 will make current assets $20,000 and current liabilities 
$10,000, a current ratio of 2 to 1. Such misstatement of the current 
ratio is also possible by writing checks at the end of the period in 
payment of obligations and entering them on the books but withholding 
the actual mailing of such checks until some later date. Or misrepre¬ 
sentation of both current position and net income is accomplished by 
predating sales made at the beginning of the new period. A careful ex¬ 
amination of the accounting records is necessary to determine whether 
any practices that result in a misrepresentation of the cuirent con¬ 
dition have been employed. Where such practices are discovered, 
corrections must be made if the balance sheet is to present financial 
condition fairly. 

CASH OVERDRAFTS A credit balance in the cash account resulting 

from the issuance of checks in excess of the 
amount deposited and available for payment of such checks is known 
as a cash overdraft and should be reported as a current liability. The 
existence of an overdraft may not necessarily occasion any embarrass¬ 
ment to the company if a number of checks are outstanding and de¬ 
posits are made before checks are actually cleared. When a company 
has several balances with a single bank, an overdraft may be offset 
against a positive bank balance for balance sheet purposes. Opinion 
is divided as to the procedure that should be followed when there is 
an overdraft in one bank along with a positive balance in another. 
Some suggest that offset is proper in view of the possibility of clearing 
the overdraft by the transfer of funds from the positive balance to the 
account that is overdrawn. A stronger case, however, can be made for 
the recognition of both an asset and a liability balance: the business 
has a claim against one party and an obligation to another. If the 
reporting of an overdraft is to be avoided on the financial statements, 
an actual transfer of funds should be effected. 

THE CASH BUDGET Successful business operations call for intel¬ 
ligent planning and control of activities. The 
instrument that sets the standards for the future and offers guides and 
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controls in achieving such standards is the business budget. A compre¬ 
hensive operating budget offers an integrated and detailed plan for the 
future. Standards are set for sales, production, and expense. The in¬ 
flow and outgo of cash is planned. Statements are prepared reporting 
the estimated earnings and financial position in terms of projected 
operations, financing, and earnings distributions. With a well-organized 
master plan for integrated and coordinated action by all parts of the 
organization, operations may be channeled toward achievement of 
individual and collective goals. Continuous checks are made be- 
tw’een actual results of activities and the standards that have been set. 
Variations are evaluated; adjustment and revisions of the standards 
are made w'hen appropriate. 

A most important part of any budget is the forecast and planning 
for cash, (’ash is the beginning and the end of all business activity, 
and any plans for the future must be directly related to the cash pic¬ 
ture. Even in the absence of a comprehensive budgetary program, 
attention must be directed to cash, its expected movement, and meth¬ 
ods for its proper utilization and conti’ol, if financial chaos is to be 
avoided. Cash must be readily available for all business needs; any 
cash in excess of current needs and reasonable reserves must be profit¬ 
ably employed. Satisfactory cash management calls for planning by 
means of a cash budget. 

The preparation of a cash budget requires estimates of future cash 
receipts and ca.sh disbursements. Receipts and disbursements may not 
be matched in the months to come as the result of a number of factors, 
the most important of which are the following: 

(1) Purchases and payments to creditors predate sales and collections 
from customers. Cyclical factors call for heavy seasonal expenditures 
that are recov'ered only at some later date. 

(2) Acquisition of plant and equipment items are made at various in¬ 
tervals. 

(3) Long-term debt is retired at various intervals. 

With a full consideration of these factors, plans may be set for the 
establishment and the maintenance of a satisfactory cash balance. In 
meeting the requirements of (1) above, steps may be taken to provide 
for a supply of cash through borrowing or through the conversion of 
marketable securities acquired for such purposes. Upon the recovery 
of cash through sales, excess cash can be applied to the payment of 
loans or can be deposited in banks or used for the acquisition of market¬ 
able securities. In meeting the requirements of (2) and (3) above, 
planning can be directed towards the acquisition of cash through long- 
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term borrowing, through the issuance of additional stock, or through 
the accumulation of funds arising from the operations of the business 
unit. 

The development of a cash budget is illustrated below. The illus¬ 
tration covers only a part of a year. Ordinarily a cash budget would 
be developed for a period of a year or longer. The first section of 
the budget is used to summarize the monthly cash receipts and dis¬ 
bursements originating from normal business operations. The monthly 
changes in cash are then applied to the opening balances. The addi¬ 
tional sources and applications of cash are reported in arriving at the 
estimated cash balance on hand at the end of the month. The cash 
budget is usually accompanied by schedules that offer detailed support 
for the various data summarized thereon. While the cash budget in 
the example makes reference to a number of schedules, onl.v the sched¬ 
ules in support of collections on trade accounts receivable and payments 
on trade accounts pavable are illustrated. The schedules ai-e given at 
the top of the following page. 


CAR\ETl CO. 

Cash Budget 

For Thrle Months Ending I)e(ember ^1, 19')3 



0(1 1 1 u 

\ \ 1 MHI 1 1 

I)| ( 1 MUf K 

Cash sales 

Collections on accounts rofoivable (soo ‘schedulei 
Other receipts (inteitsl, dnulend income, per 
‘•chedult) 

10,0)0 1 
■')0,000 

2, ")()() 

1 ■),0()() 
b 1,000 

2,000 

23,000 

SO,300 

1,000 


62,'■>00 

7h,000 [ 

108,300 

Merchandise payments (set schedule) 
pjxpense pa\ rnents (stn s( hedule) 

Other payments (acquisition of furniture and 
equipment per schedule) 

6S,(>()() 
J’'>,000 

irm) 

44,100 

27,300 

19,600 

30,000 


101,100 

71,600 

49,600 

Cash increase, decrease* for month 

Cash balance at beginning of month 

Cash requirements 

Obtained through loans 

Obtained through sale of marketable securities 

3S,b00* 

16,M)0 

10,000 

20,000 

6,400 

7,900 

58,900 

14,300 

Cash applications. 

To payment of loans 

To purchase of marketable securities 

7,900 

14,300 

73,200 

25,000 

35,000 

Net cash carried into succeeding month 

7,900 

14,300 

13,200 
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Cash Budget 

Schedule Reporting Collections on Accounts Receivable* 
For Three Months Ending December 31, 1953 



1 rtimateo 
SaI I 8 

OCTOBF It 

I 

November 

Dkci-mbfr 

August 

September 

October 

November 

December 

Total Monthly Collections 

40,000 

50,000 

60,000 

80,000 

105,000 

4,000 

40,000 

6,000 

5,000 

48,000 

8,000 

6,000 

64,000 

10,500 

50,000 

61,000 

80,500 


♦Ttnns of saU —no cash discounth payments due by the tenth of the month followiiiK s lU It is assumed 
that collections on ( harKt sales veill Vh made is follows 

Memth ejf sale 10'^^ 

] irst month folleiwiiiK s lie SO'/j 

Second month folleiwing sile 10% 


Cash Budget 


Schedule Reporting Payments on Accounts Payable* 
For Three Months Ending December 31, 1953 



1 HIIMATl I) 

1 1 K( flAHI H 

KCHAHFH 
DiHfOl \1H 

Ni I 

Pi RtllAMI H 

Of K llh U 

N( \ 1 MMI U 

Did MB!U 

September 

October 

November 

December 

60,000 

75,000 

30,000 

15,000 

1,200 

1,500 

600 

300 

55.500 

73.500 
29,400 
14,700 

19,600 

49,000 

24,500 

19,600 

9,800 

9,800 

Total Mon1 

Lhly Paymei 

nts 


68,600 

44,100 

19,600 


*A 2% cash dise'ount IS allowed l»\ \cndois on payments made within 10 elays from dite of rmrthiat It 
IS assumed that disrounts will be taken on all purchase's payments to he imele is f Hows 
M inth of pureli ise 0(1 

Month following pure base (first 10 eliys) 


NATURE OF TEM- A company with an excess of available cash 

PORARY INVESTMENTS deposit such funds as a time deposit or 

under a certificate of deposit at a bank, or it may purchase securities. 
Income will thus be produced that would not be available if cash were 
left idle. Investments made during seasonal periods of low activity 
can be converted into cash in periods of expanding operations. Asset 
items arising from temporary conversions of cash are commonly re¬ 
ported in the current asset section of the balance sheet under the 
heading “Temporary Investments." 

Securities that are purchased as temporary investments should 
actually be marketable on short notice. There should be a day-to-day 
market for them, and the volume of trading in the securities should be 
sufficient to absorb a company’s holdings without considerably affect¬ 
ing the market price. While there may be no definite assurance that 
the securities will be disposed of without loss, it is essential that any 
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possible loss resulting from such disposal be kept at a minimum. 
Securities that have a limited market and fluctuate widely in price are 
not suitable for temporary investments. The prices of United States 
government securities tend to be relatively stable and the market for 
these securities is quite broad. Because of these factors, short-term 
government securities are particularly favored despite their relatively 
low interest rates. 


COMPOSITION OF TEM- Investments qualify for reporting as tempo- 
PORARY INVESTMENTS investments so long as (1) they are 

readily available for conversion into cash and (2) it is management’s 
intent to sell them to take care of cash requirements. Such investments 
may be converted into cash within a relatively short period after being 
acquired, or they may be carried for some time. In either case, how¬ 
ever, since they represent a ready source of cash, they are properly 
shown under the current heading. The following types of investments 
do not qualify as temporary investments, and care should be taken 
that these are not included in the current section: (a) reacquired shares 
of the company’s own stock, (b) securities held in subsidiary companies, 
(c) securities held for maintenance of business relations, and (d) other 
securities that cannot be used or are not intended to be used as a source 
of funds. 


RECORDING PURCHASE Stocks and bonds acquired as temporary 

investments are recorded at cost, which in¬ 
cludes brokers’ fees, taxes, and other charges 
relating to the purchases. When bonds are acquired and a charge is 
made for accrued interest. Interest Income is debited. This account 
is subsequently credited when interest for a full period is received or 
when the bonds are sold and accrued interest to the date of sale is 
received. The income account then shows the amount actually earned 
during the period of ownership. Upon sale of the bonds, the difference 
between the cost and the sales price is reported as the gain or the loss 
on the sale. 

The entries that are required for a temporary investment in bonds 
are illustrated in the example on page 164. 


It should be observed that bonds are normally issued in $1,000 
denominations, and purchase at 1041 indicates payment at the rate of 
$104.25 per $100, or $1,042.50 per $1,000 bond. Bonds with a face 
value of $100,000, then, cost $104,250. In the calculation of accrued 
interest on the purchase and the sale of bonds other than obligations of 
the United States, each month is considered to have 30 days. Accrued 
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Transaction 


Entry 


April 1 , 1953 

Purchased $100,000 National Corp. 
Bonds at 1041. Interest at 3% is 
payable semiannually on June 1 
and December 1. Payment was 
made as follows: 

Bonds of $100,000 at 104^^... $104,250 

Costs incident to pur¬ 


chase. 120 

Interest Dec. 1 Apr. 1. 1,000 

Total amount paid.$105,370 


/ Marketable Seeuri- 
/ ties — Investment 
in National Cor- 

[ poration 3’s. 104,370 

Interest Income. . . 1,000 

Cash. 105,370 


June 1, 1953 


Received semiannual interest on in¬ 
vestment. 

Cash. 

Interest Income.. 

1,500 

1,500 

November 1, 1953 

Sold $100,000 National Corp. bonds 

Cash. 

105,025 


at 103-J. Cash proceeds were as 
follows: 

Bonds of $100,000 at 103^... $103,875 

Loss on Sale of 
Marketable Se¬ 
curities . 

595 


Interest June 1-November 1 1,250 

Interest Income.. 


1,250 

$105,125 

Less costs incident to 

sale. 100 

Net amount r(*ceived.$105,025 

Marketable 
Securities — 
Investment 
in National 

C orporation 

3^s . 


104,370 


interest on the purchase for four months in the above e.xample is com¬ 
puted for 120/360 of a year. If the purchase were made on April 12 
instead of April 1, interest would be calculated for four months and 
eleven days or 131/360 of a year. In the case of federal obligations, 
the exact number of days is determined and the year is considered to 
have 365 days in calculating the fractional part of the annual interest 
that is accrued. 

The employment of cash for seven months in the above example 
produced a net income of $1,155, the difference between interest income 
of $1,750 and the loss on the sale of $595. A decrease in the market 
price of the bonds of two points in place of the g point decline shown 
(1041-103 J) would have made the investment unprofitable to the 
corporation. 

When an investment in securities consists of several purchases and 
a part of the holdings is sold, a question arises as to what part of the 
total cost is to be related to the sale in calculating the gain or the loss 
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on the sale. Federal tax regulations do not permit the use of an average 
cost, but provide that where a lot sold cannot be related to a specific 
purchase, cost is determined on a first-in, first-out basis. Earliest costs, 
then, are applied against sales proceeds. Normally, it is possible to 
identify the lot sold and to use the related cost; but if several certifi¬ 
cates have been turned in for a single certificate covering the entire 
holdings, the cost of a sale of only a part of the holdings would have to 
be calculated on a first-in, first-out basis. Ordinarily, security invest¬ 
ment accounts are maintained in accordance with the tax law require¬ 
ments so that analyses and adjustments will not be required in con¬ 
verting accounting data for tax return purposes. Entries to illustrate 
investments in stock ai’e shown in the example that follows: 


Transaction Entry 


April 1, 1953 

Purchased 100 shares of Wilson Co. 
4% Preferred, par $100, at 1031. 
Payment was made as follows: 

100 shares at 1031 $10,312.50 

Costs incident to pur¬ 
chase 50.00 

Total amount paid $10,362.50 

Marketable Securities — 

Wilson Pre¬ 
ferred . 10,362.50 

Cash 10,362.50 

June 1, 1953 

Purchased 100 shares of Wilson Co. 
4% Preferred at 109]. Payment 
was made as follows: 

100 shares at 109] $10,975 00 

Costs incident to pur¬ 
chase 50.00 

Total amount paid $11,025.00 

Marketable Securities - 
i Wilson Pre- 

i ferr(‘d 11,025.00 

Cash 11,025.00 

i 

July 1, 1953 

Received semiannual dividends on | Cash 400.00 

investment. Dividend In¬ 
come 400.00 

November 1, 1953 

Sold 100 shares of Wilson Co. 4^, 
Preferred at 108. Cash proceeds 
were as follows: 

100 shares at 108 $10,800.00 

Less costs incident to sale 40.00 

Net amount received $10,760.00 

Cash 10,760.00 

Marketable 

Securities - 
Wilson Pre¬ 
ferred . . 10,362.50 

Gam on Sale 
of Market¬ 
able Securi¬ 
ties . ... 397.50 
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It is assumed in the foregoing example that the lot acquired first 
was sold, resulting in a gain of $397.50. The balance of the investment 
account was $11,025, the cost of the second purchase. If the second 
lot had been sold instead of the first, a loss of $265 would have resulted, 
but the cost of the remaining asset would then have been $10,362.50 
for subsequent accounting and tax purposes. 


VALUATION OF 

MARKETABLE 

SECURITIES 


Three practices of valuing marketable secur¬ 
ities are found: (1) cost, (2) cost or market, 
whichever is low'er, and (3) market. 


Cost. Marketable securities are frequently carried at cost. Such 
procedure defers recognition of gains or losses until the time the asset 
is sold. At this time investment cost is matched against investment 
proceeds. Disclosure of the market value of securities is made paren¬ 
thetically or otherwise on the balance sheet so that this information 
may be recognized for analysis purposes. The cost basis finds support 
as an extension of the matching process. It is consistent with tax re¬ 
quirements. The reader of the statement has information concerning 
investment costs of the marketable securities on hand as well as current 
realizable values. 


Cost or Market, Whichever is Lower. Cost or market, whichever is 
lower, is the procedure most commonly applied in the valuation of 
marketable securities. This valuation procedure calls for the recog¬ 
nition of decreases in the values of securities prior to their sale. Such 
practice is supported on the grounds that current quoted values offer 
an objective appraisal of the future worth of these assets. To continue 
to report securities at cost when market values are less than cost is to 
misrepresent the working capital measurement as well as total assets 
and hence the owners’ capital. Although value decreases are recognized, 
this method calls for no recognition of value increases. Refusal to rec¬ 
ognize increases represents the application of the conservative doctrine 
that calls for the recognition of losses though unrealized but for no 
anticipation of gains. Valuation at the lower of cost or market is also 
favored because it is consistent with the valuation method that is so 
widely employed for inventories. 

The lower of cost or market rule may be employed in two ways: 
(1) it may be applied to securities in the aggregate or (2) it may be 
applied to the individual items. To illustrate, assume investments 
with costs and market values on December 31, 1953, as given at the 
top of the following page. 
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CasT 

Market 

Lower op Cost 
OR Market on 
Individual Basis 

1,000 shares of Carter Common. 

, . $20,000 

$16,000 

$16,000 

$25,000 Emerson 5% Bonds. 

. 25,000 

26,500 

25,000 


$45,000 

$42,500 

$41,000 


The lower of cost or market value on an aggregate basis above is 
$42,500; on an individual basis, $41,000. It would appear that suffi¬ 
cient conservatism is exercised in reporting securities at $42,500, the 
amount that would become available upon conversion of the securities 
in the aggregate. 

Recognition of the value decline on the books calls for the reduction 
of the asset and a charge to a loss account; however, for tax purposes 
the loss cannot be recognized and the basis of the securities for measure¬ 
ment of gain or loss upon subsequent sale continues to be original cost. 
Security costs can be preserved on the books by the use of a valuation 
account to reduce the securities to market. The follow ing entry may be 
made to recognize the market fluctuation in the example above: 

Recognized Decline in Value of Marketable Secur¬ 


ities . 2,500 

Allowance for Decline in Value of Marketable 

Securities. 2,500 

The balance sheet would show: 

Marketable securities, at cost . $45,000 

Less: Allowance for decline in value of marketable 
securities . 2,500 

Securities at market value, December 31, 1953... . $42,500 

This information could also be reported: 

Marketable securities (cost $45,000) at market.... $42,500 

The $2,500 loss may be reported on the income statement as a 


financial management expense or as an extraordinary loss, whichever 
may be considered appropriate. 

Assuming in the example above that the securities are sold in Jan¬ 
uary, 1954, for $43,000, an entry is made as follows: 


Cash. 43,000 

Allowance for Decline in Value of Marketable 

Securities. 2,500 

Marketable Securities—Carter Common. 20,000 

Marketable Securities—Emerson 5% Bonds.. .. 25,000 

Gain on Sale of Marketable Securities. 500 
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Neither the $ 2,500 loss nor the $500 gain would be recognized for 
tax purposes; instead, a $2,000 loss would be reported on the tax re¬ 
turn for 1954 when securities that cost $45,000 were sold for $43,000. 

When securities have been reduced to a basis of cost or market, 
whichever is lower, adjustments are normally considered to be neces¬ 
sary in future periods only in the event of further declines. Having 
established a lover basis, this may be considered as replacing cost for 
further comparisons with market. A market in excess of such substi¬ 
tutes for “cost” is thus ignored until sale of the asset takes place. 

Market. There is some support for reporting marketable securities 
at current market values, whether higher or lower than cost. Those 
supporting this position maintain that, with definite evidence as to 
market values available, one would be derelict in failing to incorporate 
the full effect of such evidence in a statement that purports to disclose 
working capital and the over-all financial position. Further, it is main¬ 
tained that the recognition of losses has been generally accepted and 
justified on the grounds of adequate disclosure; consistency would call 
for similar recognition to be accorded to gains. The arguments in sup¬ 
port of this position are not without merit. Further, the objectives of 
this approach can be met without distorting profit or loss measure¬ 
ments in terms of costs and revenues by applying appraisal accounting 
procedures to investments. For example, assume that securities cost¬ 
ing $50,000 have quoted values of $60,000 on December 31. Securities 
are sold at $62,000 in March of the following year. An unrealized gain 
may be reported on December 31. This is canceled when the securities 
are sold and the effect of the .sale is reported in profit and loss. The 
following entries may be made: 


Dec. 31, 1953 Marketable Securities 10,000 

Revaluation Surplus—Increase in Market¬ 
able Securities to Current Value 10,000 

March, 1954 Cash . 62,000 

Revaluation Surplus—Increase in Market¬ 
able Securities to Current Value 10,000 

Marketable Securities 60,000 

Gain on Sale of Marketable Securities 12,000 


Such periodic revaluations would have to be disregarded for general 
tax purposes. The revenue law s, however, do permit a dealer in securi¬ 
ties to elect the valuation of periodic security “inventories” at current 
market in reporting income. Such a valuation method, when permitted, 
must be applied consistently in successive reportings. 

The importance of information concerning market values for items 
included in the working capital pool is obvious. It should be em- 
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phasized that when market values are not actually introduced into the 
accounts, this information should be incorporated by parenthetical re¬ 
mark, footnote, or other appropriate manner in the interest of full dis¬ 
closure. The Securities and Exchange Commission requirements for 
statements to be filed with the Commission call for the following with 
respect to marketable securities reported as current assets: 

Include only securities having a ready market.... State the basis 
of determining the amount at which carried. The aggregate cost, and 
aggregate amount on the basis of current market quotations, shall be 
stated parenthetically or otherwise.* 

PRESENTATION OF For statement purposes, cash may be re- 

SmywvbImmwon as a sinijle item or it may be sum- 

THE BALANCE SHEET marized under several appropriate headings, 

such as cash on hand, demand deposits, and 
time deposits. Ordinarily, temporary investments follov' cash and 
precede receivables and inventories, since current items are reported 
in the order of their liquidity. When temporary securities are pledged 
for some particular purpose, the nature and the jiurpose of such a 
pledge should be disclosed parenthetically or in some other appropriate 
manner. 

Special mention needs to b(' made of the practice of reporting in¬ 
vestments in United States Treasury tax notes. Corporations do not 
pay income tax on a pay-as-you-go basis as do indi\'iduals but are per¬ 
mitted to pay taxes in installments in the year following the accrual of 
the tax liability. As pai't of a “Tax Savings Plan,” however, the United 
States Treasury makes tax notes available for purchase by corporations. 
Such notes accrue interest at a relatively low rate only if they are ap¬ 
plied to pa>Tnent of futui-e income tax obligations; they are redeemable 
at no more than oi'iginal purchase price if they are not applied in such 
manner. The notes are issued in the name of the purchaser and can¬ 
not be transferred or used as collateral. Purchase of such notes, then, 
represents a temporary investment in securities to be used as tax- 
paying media, and such investments would properly be reported as 
cun-ent assets. When it is the intent of management, however, to 
apply these notes in the discharge of tax liabilities, it is considered 
proper to accrue interest on the notes as of the balance sheet date and 
to report the full tax value of the notes as a subtraction from the ac- 

^Regulation S-X (as amended March 19, 1951). This regulation is issued by the 
Securities and Exchange Commission and states the basic rules as to form and content 
that are to be observed in the preparation of reports that are required to be filed with 
the Commission under federal laws. The Commission has released a number of other 
instruction books and regulations that give the different rules and procedures adopted 
by the Commission. 
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crued tax liability. The purchase of the notes is thus recognized, in 
effect, as an advance payment of taxes. This position has received the 
sanction of the American Institute of Accountants in Accounting Re¬ 
search Bulletin No. 14 dealing with accounting for United States 
Treasury tax notes. The Institute points out, however, that the treat¬ 
ment permitted in this particular instance is not to be interpreted as a 
relaxation of the general rule against the offsetting of asset and lia¬ 
bility balances. 

Cash and temporary investments, as these might be reported on 
the balance sheet, are shown below: 


Current assets: 

Cash on hand and demand deposits in banks. $46,000 

Special cash deposits (to pay accrued interest and 

dividends) . 24,000 

Time deposits with insurance companies. 100,000 

Marketable securities: 


U. S. Government obligations, at cost, which is 
approximate market value ($50,000 deposited 
in escrow as security on debt of subsidiary 

company).$150,000 

Other stocks and bonds (quoted market value, 

$44,200). 35,000 185,000 

Total current assets. $355,000 


QUESTIONS 

1. State how each of the following items should be reported on the balance 
sheet: (a) demand deposits with bank, (b) blocked cash deposits in foreign 
banks, (c) payroll fund to pay off accrued salaries, (d) change funds on 
hand, (e) cash on deposit in escrow on purchase of property, (f) cash in a 
special cash account to be used currently for the construction of a new 
building. 

2. (a) Define ‘'internal check." (b) Suggest the different techniques 
that might be employed in adopting a system of internal check for cash. 

3. (a) Explain “check kiting" and “lapping." (b) Mention at least six 
other practices that result in misappropriation of cash in the absence of 
an adequate system of internal check. 

4. (a) What two methods may be employed in the establishment of a 
petty cash fund? (b) Which would you recommend? Why? 

5. (a) What two methods may be employed in reconciling the bank and 
the cash balances? (b) Which v^ould you recommend? Why? (c) Name 
at least two other circumstances that call for the preparation of reconcili¬ 
ations. 

6. The following items were found in the cash drawer on June 30, and 
had been included as Cash on the balance sheet for the Mitchell Co. How 
should each of the items have been reported? 
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(a) Customer's check for $200 returned by the bank marked '^Not Suffi¬ 
cient Funds.” 

(b) Customer's check for $150 dated July 5. 

(c) Cashier’s note for $100 with no due date. 

(d) Postage stamps received with box tops for prizes, $9.83. 

(e) Postal money orders from customers awaiting deposit, $45. 

(f) Receipt for expense advances to buyers, $175. 

(g) Change fund, $100 in coins. 

7. The Kern Co. engaged in the following practices at the end of a fiscal 
year: 

(a) Sales on account from January 1—January 5 were predated as of the 
month of December. 

(b) Checks in payment of accounts were prepared on December 31 and 
were entered on the books, but they were placed in the safe awaiting 
instructions for mailing. 

(c) Customers' checks returned by ihe bank and marked “Not Sufficient 
Funds'' were ignored for statement purposes. 

Explain what is wrong with each of the practices mentioned and indi¬ 
cate the entries that are required to correct the accounts. 

8. (a) What is the nature of a budget? (b) What is a cash budget? 
(c) Describe the prei)aration of the cash budget and the nature of the 
problems encountered in maintaining a ''healthy'^ cash status. 

9. On reconciling the cash account with the bank statement, it is found 
that the general cash fund is overdrawn $436 but that the bond redemption 
account has a balance of $5,400. The treasurer wishes to show Cash as a 
current asset at $4,964. Discuss. 

10. Define ‘‘temporary investments." Distinguish between “temporary 
investments" and “marketable securities." 

11. (a) What theories are held with respect to the valuation of market¬ 
able securities? (b) What arguments can be advanced in support of each 
and which position do you feel has greatest merit? 

12. Hanson Products Co. acquired marketable securities in 1953 for 
$60,000. In June, 1954, these securities have a market value of $85,000. 
The treasurer insists that the balance sheet as of June 30 should show the 
securities at $85,000, since they were “just as good as cash." Comment 
on this proposal. 

13. State two methods for reporting United States Treasury tax notes and 
give arguments in support of each. 

14. The accountant for the Goodwin Co. has offset balances as follows 
in preparing a balance sheet: 

United States Treasury Tax Notes, $14,000, has been offset against 
Estimated Federal Income Taxes Payable, $20,000. 

An overdraft of $120 in the Payroll Fund kept with the Second Na¬ 
tional Bank has been offset against the general cash balance kept with 
the same bank. 
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Advances of $500 to buyers have been offset against accrued sales 

^a\aries oi $1,200. 

$1,000 receivable from Jones Wholesalers has been offset against a note 
payable of $1,200 that was sent to Jones Wholesalers as a result of a pre¬ 
vious purchase. 

Comment on the foregoing practices. 

15. Stanley, Inc. posted from all of its books of original entry except the 
cash book on June 30. The bookkeeper kept the cash book open until 
July 10 in order to show cash collections of $10,000 and payments to short¬ 
term creditors of $10,000. (a) Do you approve? (b) If the balance sheet 
showed a current ratio of 2 to 1 with current assets of $20,000 and current 
liabilities of $10,000, what was the correct current ratio? 


EXERCISES 

1. An examination on the morning of January 2 by the auditor for the 
Davis Manufacturing Company shows the following items in the petty 
cash drawer; 


Currency and coin. $ 12 56 

lOU's from members of the office staff. 60.00 

An envelope containing collections for a football pool, with office 

staff names attached . 10.00 

Petty cash vouchers for: 

Typewriter repairs . $2 50 

Stamps. 5.00 

Telegram charges.^. 6 50 14.00 

Employee's check postdated January 15. 50.00 

Employee's check marked “N.S.F.". 70.00 


Check drawn by Davis Manufacturing Company to Petty Cash. . 92.00 

$308.56 


The ledger account shows a $300 balance for Petty Cash, (a) What 
adjustments should be made on the auditor's working papers in order that 
petty cash may b(‘ correctly stated on the balance sheet? (b) What is 
the correct amount of petty cash for the balance sheet? (c) How could 
the practice of borrowing by employees from the fund be discouraged? 

2. In auditing the books of McDonald, Inc. for 1953, you find that a 
petty cash fund of $250 is maintained on the imprest basis, but the com¬ 
pany has failed to replenish the fund on December 31. Replenishment was 
made and recorded on January 15,1954, when a check for $185 was drawn 
to petty cash for expenses paid. Your analysis discloses that $125 had 
been spent out of petty cash in 1953. What entry would be made in cor¬ 
recting the records? 
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3. The Wilson Co. receives its bank statement for the month ending 
June 30 on July 2. The bank statement shows a balance of $231. The cash 
account as of the close of business on June 30 shows a credit balance of 
$123. In reconciling the balances, the auditor discovers the following: 

Receipts of June 30, $1,860, were not deposited until July 1. 

Checks outstanding on June 30 were $2,215. 

The bank has charged the depositor for overdrafts, $10. 

A canceled check to S. S. Dohr for $56 was entered in cash payments 
in error as $65. 

Prepare a bank reconciliation statement. (Use the form that reconciles 
bank and depositor figures to corrected cash balances.) 

4. The following data are assembled in the course of reconciling the bank 
balance as of December 31,1953, for A. P. Moore Co. What cash balance 
will be found on the company books, assuming no errors on the part of 
the bank and the depositor? 


Balance per bank statement . . $1,512.60 

Checks outstanding . . 1,805.00 

December 31 receipts recorded but not deposited 320.00 

Bank charges for December not recognized on book 7.50 

Draft collected by bank but not recognized on books 615.00 


5. The Warren Co. completed the transactions in marketable securities 
listed below during 1953. What are the entries to record the transactions? 
(Commissions and other charges are omitted.) 

(a) Purchased $10,000 Martin & Co. bonds paying 96J plus accrued 

interest of $40. 

(b) Purchased 200 shares of Scoville common stock at 19. 

(c) Purchased 300 shares of Scoville common stock at 21. 

(d) Received semiannual interest on Martin & Co. bonds. 

(e) Sold the 300 share lot of Scoville common at 22 J. 

(f) Sold $5,000 Martin & Co. bonds at 95 plus accrued interest of $15. 

6. The Westlake Co. acquired 3,000 shares of Nelson Corporation com¬ 
mon in three 1,000-share lots at costs of 10, 1214, and 17 respectively. 
One thousand shares of the stock are sold in 1953 at 16(a) What is 
the entry to record the sale? (b) Assuming that operations for 1953 are 
profitable and that the Westlake Co. would like to avoid recognizing a 
profit on the sale of this security in 1953, what recommendations would 
you make? 

7. An examination of marketable securities on hand for the Cross Cor¬ 
poration on December 31 discloses the following cost and market values: 

Market Quotations 
Total Cost on Dec. 31 

500 shares of Sailyers Common. $12,000 16J 

$60,000 Randall Co. First Mortgage 5's.... 61,000 102^ 

Show how this information would be presented on the balance sheet 
following three different valuation procedures that might be employed. 
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PROBLEMS 

6-1. The cash account of J, H. Henley Co. showed a balance of $2,696.48 
on April 30, 1953. The bank statement as of April 30 showed a balance of 
$1,849.83. Upon comparing the statement with the cash records, it was 
found that: (1) Henley's account had been charged for a customer's un¬ 
collectible check amounting to $407.20 on April 26; (2) a two-month, 6%, 
$1,000 note dated February 25, discounted on April 12, had been protested 
April 26, protest fees, $2.90; (3) a customer's check for $90 had been en¬ 
tered as $70 both by the depositor and the bank but was later corrected 
by the bank; (4) check No. 742 for $392 had been entered in the cashbook 
as $329, and check No. 747 for $42.10 had been entered as $421; (5) there 
was a bank service charge for the month of March amounting to $9.72; 
(6) a bank memo stated that R. R. Capp's note for $600 had been collected 
April 29 (the note had been sent to the bank for collection on April 27 but 
no entry had been made at that time); (7) receipts of April 30 for $1,640 
were not deposited until May 2. 

The following checks were outstanding on April 30: 

No. 712 $ 96.10 No. 785 $ 29 36 

740 43 20 786 150 00 

782 135 00 787 139 43 

784 381 50 788 312.68 

Instructions: (1) Construct a bank reconciliation statement, using the 
form where both bank and cash balances are reconciled with corrected cash 
balance (the form illustrated on page 156). 

(2) Give the journal entries required as a result of the information given 
above. (Assume that the company makes use of (he voucher system.) 

6-2. The Walsh Corporation received its bank statement for the month 
ending June 30, 1953. The auditor, in attempting to reconcile the state¬ 
ment with the books, discovered the following: - 

The cashier, who was also the bookkeeper, had misappropriated $250 
by ‘‘lapping" and an additional $140 by passing a noncash credit through 
the sales returns and allowances account. 

The bank had charged the depositor with: protest fee, $2.50; collection 
charges, $3.49; and telegram, $1.60. 

A check made payable to A. R. Barnes in payment of an account for 
$30 was incorrectly recorded as $20. 

Outstanding checks were as follows: 

No. 112 $ 68 50 No. 153 $ 268.28 

138 227 00 154 532.23 

152 85 07 155 1,225 50 

Receipts of June 30 for $1,154.63 were not deposited until July 1. 

The balance on the bank statement was $869.40. The cash account 
showed an overdraft of $364.96. 

Instructions: (1) Prepare a bank reconciliation statement, using the form 
where the bank balance is reconciled with the balance per books (the form 
illustrated on page 157.) 

(2) Give all of the required journal entries indicated by the preceding. 
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6-3. A bank statement for the Medwick Co. shows a balance as of De¬ 
cember 31 of $1,765.08. The cash account for the company as of this date 
shows an overdraft of $73.92. In reconciling the statement with the books, 
the following items are discovered: 

(1) The cash balance includes $200 representing change cash on hand. 
When the cash on hand is counted, only $192.50 is found to be on hand. 

(2) The cash balance includes $300 representing a petty cash fund. 
Inspection of the petty cash fund reveals cash of $210 on hand and a 
replenishing check drawn on December 31 for $90. 

(3) Proceeds from cash sales of $580 for December 27 were stolen. 
The company expects to recover this amount from the insurance company 
and has made no entry for the loss. 

(4) The bank statement shows the depositor charged with a customer's 
N.S.F. check for $75, bank service charges of $21.50, and a cheek for $86 
drawn by Merritt, Inc. and incorrectly cleared through this account. 

(5) The bank statement does not show receipts of December 31 of 
$1,214, which were deposited on January 2. 

(6) Checks outstanding were found to be $4,315.50. This includes 
the check transferred to the petty cash fund and also two checks for $110 
each payable to W. A. Fox. Fox had notified the company that he had 
lost the original check and had been sent a second one, the company 
stopping payment on the first check. Among the checks outstanding, one 
for $60 has been outstanding for fourteen months, and it is decided to can¬ 
cel this item since the payee cannot be found and payment may never be 
claimed. 

Instrvctions: (1) Prepare a bank reconciliation statement, using the form 
where both bank and cash balances are reconciled with the corrected cash 
balance (form illustrated on page 156). 

(2) Give the correcting entries required by the foregoing. 

(3) List the cash items as they should appear on the balance sheet on 
December 31. 

6-4. The Benson Co. shows the following information relating to market¬ 
able securities on its balance sheet on December 31, 1952: 


Davis $3 Preferred, 500 shares. $ 8,930.50 

Eaton Manufacturing Common, 100 shares. 2,365.00 

Fulton 4% Preferred, 100 shares. 1,950.00 

Garfield Co. First Mortgage 4^% Bonds (face $10,000). 9,980.00 


Total Marketable Securities (current market value, $26,600) $23,225.50 

Accrued Interest on Garfield Co. Bonds. 112.50 


$23,338.00 


Purchases and sales of securities during 1953 are given on the following 
page. 
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Jan. 15. Purchased 100 shares of Eaton Manufacturing Common at 18f 
plus costs of $30. 

Jan. 20. Received quarterly dividend on Davis Preferred. 

Mar. 15. Sold holdings in Davis Preferred and Fulton Preferred at 203 
and 22 respectively. Costs of $150 and $60 respectively were in¬ 
curred on the sales. 

Mar. 25. Sold Eaton Manufacturing Common (acquired on January 15) at 
16i less costs of $40. 

Apr. 1. Received semiannual interest on Garfield Co. First Mortgage Bonds. 
May 1. Sold Garfield Co. First Mortgage Bonds at 102] plus accrued 
interest, less costs of $150. 

Dec. 11. Purchased $10,000 Torrance Co. 5^j( bonds at 95 plus accrued in¬ 
terest and additional costs of $100. Interest on bonds is payable on 
May 1 and November 1. 

Dec. 15. Purchased 100 shares of Purcell Co. 6% Preferred at 105 plus costs 
of $90. 

On December 31, market quotations of securities owned were as fol¬ 
lows: Eaton Manufacturing Common, 151; Torrance Co. bonds, 941; 
Purcell Co. Preferred, 101 i. It is decided to reduce the investments to 
current market value for balance sheet purposes by means of a valuation 
account. 

Imiructiom: (1) Journalize the foregoing, including any adjustments 
required on December 31, 1953. 

(2) Show the information relating to marketable securities as it would 
appear on the balance sheet prepared on December 31, 1953. 


6H5. ^The balance sheet of Bell and Commons Co. shows the following 
.eu^ent assets as of December 31, 1953: 

Current assets: 

Cash . .. $100,807 92 

Temporary investments. 208,245 00 

$309,052 92 


In examining the books, the following information is revealed with 
respect to the current assets: 

Cash includes a demand deposit of $21,119.92 at the First National 
Bank; a time deposit of $12,000 that may not be withdrawn until after 
April 1, 1955; customers’ checks not yet d('posited, $600, and customers' 
returned N.S.F. checks, $200; a demand deposit of $12,170, which is 
unavailable, being in a bank in a foreign country at war; an overdraft of 
$340 in the Second National Bank; a time deposit of $8,000 in a building 
and loan savings association that is closed; advances of $2,000 to officers; 
sinking fund cash of $19,758; a pension fund of $25,000 for employees; 
and a petty cash fund of $300, of which $75 is cash, $60 is in the form of 
employees’ I.O.U.’s, and $165 is supported by the receipts for expenses 
paid out of the fund. 

The following securities have been included under the temporary 
investments heading: 
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Bell and Commons Co., Treasury Stock. . 

Stock of Elwell Corporation (temporary holding) 
Garson and Hale, Inc., 6% bonds (interest payable 
March 1 and Sept. 1). Face value, $7,000. Ac¬ 
quired on September 1, 1953 (temporary hold¬ 
ing) . 

3% United States Treasury Bonds (interest pay¬ 
able on March 1 and September 1). Face value, 
$20,000. Purchased with pension sinking fund 
cash. Acquired on September 1,1953 
x\llen Co. Stock (temporary holding) 

Harper Co. Stock (stock of subsidiary company) 
Dodge Corp. Stock (temporary holding) 


Cost 


$ 12,500.00 
4,455 00 


7,210 00 


20,400 00 
4,012.00 
152,750.00 
8,100 00 


Market Value 
(Including 
Accrued 
Interest) 

$ 11,750.00 
4,010.00 


7,225.00 


20,500.00 

3,750.00 

151,950.00 

8,300.00 


Indr act ions: Show cash and temporary investments as these items should 
properly appear in the current assets section of the balance sheet. Provide 
schedules to show how foregoing balances are determined and what disposition 
is to be made of items not appropriately shown under the cash and temporary 
investment headings. Assume that marketable securities are valued at cost 
or market, whichever is lower, by means of a valuation account. 


6-6. The Popular Shop asks the controller to prepare a cash forecast for 
the first three months of 1954. The following information is assembled in 
developing the forecast. 

Sales: January $60,000 

February 65,000 

March 75,000 

All sales are made on a credit basis as follows: 2% cash discount if 
paid by the tenth of the month following the sale; credit period 30 days 
from end of month in which sale is made. Past experience has shown that 
70^^ () of the billings arc collected within the first ten days of the month 
following the sale and are credited with the discount, 20^;^; of the billings 
are collected during the remainder of the month, and W/t are collected 
in the second month following sale. 

Purchases: January $42,000 

February 45,000 

March 30,000 

All purchases are made on terms of 2/10, n/30, and the company fol¬ 
lows the practice of taking all discounts on the tenth day following the 
invoice date. It is assumed that purchases will be distributed evenly 
throughout the month, purchases for the last third of the month being 
paid in the first third of the succeeding month. 

Selling and general and administrative expenses, excluding deprecia¬ 
tion, will be paid as incurred and are anticipated as follows: fixed costs, 
$5,000 per month; variable costs, 12^% of gross sales. 

The following balances taken from a trial balance on December 31 are 
to be considered in developing the cash summary: 
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Cash. . $ 1,500 

Accounts receivable: 

November. $ 8,000 

December . 90,000 98,000 

Accounts payable: 

December. $15,000 


Bank loan due January 15, 1954. 15,000 

Estimated federal income tax for 1953 (the company 
expects to make payment in two installments of 
$16,250 on 3/15/54 and 6/15/54). 32,500 

Instructions: Prepare a forecast of the cash position by months supported 
by receipts and payments schedules in forms similar to those illustrated on 
pages 161 and 162. 


6-7. The AB Trading Company wishes to prepare a monthly cash budget. 
The following information is available: 

The AB Trading Company purchases merchandise on terms of 2/10, 
n/60 and regularly takes discounts on the tenth day after the invoice 
date. It may be assumed that one third of the purchases of any month 
are due for discount and are paid for in the following month. 

The company's sales terms are 2/10, n/30, E. 0. M. It has been the 
company's experience that discounts on 80% of billings have been allowed 
and that, of the remainder, one half have been paid during the month 
following billing and the balance during the second following month. (For 
example, 80% of January billings are collected during the first ten days 
of February and are allowed a 2% discount; 10% are collected during the 
rest of February; the remaining 10% are collected in March.) 

The average rate of gross profit, based on sales price, is 25%. Total 
sales for the company's fiscal year ending June 30, 1954, have been esti¬ 
mated at 80,000 units, distributed monthly as follows: 


July. 

9% 

October... 9% 

January. . . 

. 3^7- 

April. . . 

. .. 7% 

August. 

10% 

November. 10% 

February. . 

. 5% 

May.. .. 

... 6% 

September... 

12% 

December.. 15% 

March.... 

. 6% 

June.. .. 

... 8% 


To insure prompt delivery of merchandise, inventories are maintained 
during January and February at 6% of the number of units estimated to 
be sold throughout the year, while during the rest of the year they are 
maintained at 10% of that number. The inventories at December 31 and 
February 28 should be at the levels intended to be maintained during the 
respective ensuing seasons. 

Total budgeted selling administrative and general expenses for the 
fiscal year ending June 30, 1954, are estimated at $312,000, of which 
$120,000 are fixed expenses (inclusive of $24,000 annual depreciation). 
These fixed expenses are incurred uniformly throughout the year. The 
other selling and administrative and general expenses vary with sales. In 
total, these expenses amount to $192,000, or 12% of total sales for the 
year. Expenses are paid as incurred, without discounts. 
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It is assumed that at January 1, 1954, merchandise inventory, at the 
6% level, will consist of 4,800 units, to cost $72,000, before discount, and 
the cash balance will be $112,000. 

Instruct ions: From the information given above, prepare a monthly cash 
budget for the three months ending March 31, 1954. (A.I.A. adapted) 


6-8. The Larchmont Company had poor internal control over its cash 
transactions. Facts about its cash position at November 30, 1953 were as 
follows: 

The cash books showed a balance of $18,901.62, which included 
cash on hand. A credit of $100 on the bankas records did not appear on 
the books of the company. The balance per the bank statement was 
$15,550, and outstanding checks were //62 for $116.25, #183 for $150, 
#284 for $253.25, #8621 for $190.71, #8623 for $206.80 and #8632 for 
$145.28. 

The cashier removed all of the cash on hand in excess of $3,794.41 and 
then prepared the following reconciliation: 


Balance per books, Nov. 30, 1953. $18,901.62 

Add—Outstanding checks: 

#8621 . $190.71 

#8623. 206.80 

#8632. 145.28 442.79 

$19,344.41 

Deduct—Cash on hand. 3,794.41 


Balance per bank, Nov. 30, 1953 . $15,550.00 

Deduct—Unrecorded credit . 100.00 


True cash, Nov. 30, 1953 . $15,450.00 


Inspections: (1) How much did the cashier remove and how did he 
attempt to conceal his theft? 

(2) Taking only the information given, name two specific features of 
internal control which were apparently missing. (A.I.A. adapted) 


6-9. In auditing the Howell Company, you obtain directly from its bank 
the bank statement, the canceled checks, and other memoranda that relate 
to the company's bank account for December, 1953. In reconciling the 
bank balance at December 31, 1953, with that shown on the company's 
books, you observe the facts set forth below: 


(1) Balance per bank statement, 12/31/53 $88,489.12 

(3) Balance per books, 12/31/53. 58,983.46 

Outstanding checks 12/31/53 . 32,108.42 

Receipts of 12/31/53, deposited 1/2/54. 5,317.20 

(5) Service charge for November, 1953, per bank memo of 

12/15/53. 3.85 
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^ Proceeds of bank loan, 12/15/53, discounted for 3 months 

at 5% per annum, omitted from company books. 

>i3^ Deposit of 12/23/53 omitted from bank statement. 

iff Check of Rome Products Co. charged back on 12/22/53 for 
absence of countersignature and redeposited with complete 
signature on 1/5/54, no entry on the books having been 

made for the chargeback or the redeposit. 

Error on bank statement in entering deposit of 12/16/53: 


Correct amount . $3,182.40 

Entered in statement . 3,181.40 


$9,875.00 

2,892.41 


417.50 

1.00 


Check No. 3917 of Powell Manufacturing Co., charged by 

bank in error to company's account. 2,690.00 

(M) Proceeds of note of J. Somers & Co. collected by bank, 

. 12/10/53, not entered in cash book: 

Principal . $2,000 00 

Interest. 20.00 


$ 2 , 020.00 

Less collection charge. 5 00 2,015 00 

(12) Erroneous debit memo 12/23/53, to charge company’s 
account with settlement of bank loan, which was paid by 

check No. 8714 on same date. 5,000.00 

(IJ^) Error on bank statement in entering deposit of 12 M/53: 

Entered as . $4,817.10 

Correct amount. 4,807.10 10.00 

(14) Deposit of Powell Manufacturing Co. of 12 6 53 credited 

in error to this company . 1,819.20 

IrisIrucfioiiH: (1) Prepare a reconciliation of the Howell Company’s bank 
account at December 31, 1953. 

(2) Prepare one or more journal entries to adjust the Howell Company’s 
books to reflect the correct bank balance at December 31, 1953. (A.LA. 

adapted) 



















Chapter I ^ 


Receivables 


In its i)roadest sense a receivable is any claim 
for money from outsiders. Usually, the chief 
source of receivables is found in the normal activities of the operating 
cycle of the business. Business today is largely based on credit. Goods 
and services are sold on account, the collection of the accounts follow¬ 
ing some time after the sales. In the meantime the seller has claims 
against the buyers. Other receivables arise as a result of such diverse 
activities as advances made by a company, the sale of jjlant and equip¬ 
ment items, and the sale of stock. One class of receivables, bonds has 
already been described. This item, however, is classified as an invest¬ 
ment in view of its nature and marketability. 


nature of 

RECEIVABLES 


COMPOSITION OF Receivables ai’e composed of notes and ac- 

RECEIVABLES counts. A note is an unconditional written 

promise by one party to another to pay a certain sum of money at a 
specified date. The note may be negotiable or nonnegotiable. It is 
negotiable or legally transR'rable by endorsement and delivery only if 
it provides for payment to the oi'der of the second party or bearer. 
Such notes are commonly accepted by commeivial banks for discount, 
hence are considered more liquid than are other classes of receivables. 

The term “notes” is commonly used in accounting to include not 
onl}' pi'omissory notes but also time drafts and trade acceptances. If 
the amount of the time di-afts and the trade acceptances is material, 
they might be summarized separately. . >• 

The notes receivable designation for report ing purposes should be 
limited to negotiable short-term instrum.enls that are acquired from 
trade debtors and that are not yet due. When a wTitten instrument 
fails to meet these requirements, it should be reported separately under 
an appropriately descriptive title. 

Accounts receivable broadly include all receivables other than those 
supported by some foi-m of commercial paper. While it would be appro¬ 
priate to refer to receivables arising from the sale of goods and services 
as “Trade Debtors” or “Customer Receivables” to distinguish these 
from other receivables, it has become established practice to use the 
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designation “Accounts Receivable” to represent this group. Accounts 
Receivable for reporting purposes should be limited to trade accounts 
that are expected to be converted into cash in the regular course of 
business. This balance, for example, should not include receivables 
arising from customer container charges that will be liquidated by the 
return of containers. 

All receivables other than regular trade accounts should be sum¬ 
marized in appropriately titled accounts indicating their special nature 
and should be reported separately. The following are examples of the 
items that are separately shown: claims arising from the sale of secur¬ 
ities or property other than goods or services; claims on uncompleted 
contracts; advances to officers, agencies, and affiliated companies; de¬ 
posits with creditors and other agencies; purchase prepayments; claims 
against transportation companies or insurance companies for losses or 
damages; claims for rebates and tax refunds; interest and dividends 
receivable on investments; and claims upon subscribers to capital 
stock. 

As indicated in an earlier chapter, the current asset classification 
as broadly conceived comprehends all receivables identified with the 
normal operating cycle. Installment and deferred payment items are 
fully included regardless of the terms of collection. But receivables 
arising outside of the inventory-to-cash cycle qualify as current only 
if they are expected to be collected within one year. For balance sheet 
classification purposes, then, each nontrade item requires separate 
analysis to determine whether there is reasonable certainty that it 
will be collected currently. 

Amounts due froin officers, directors, and major stockholders aris¬ 
ing out of sales and subject to the usual credit terms are normally con¬ 
sidered current; however, when claims have arisen from transactions 
other than sales and current recovery is not assured, such items are 
appropriately regarded as noncurrent. Sales to affiliated companies 
may be considered to give rise to current claims, but advances to such 
companies are generally regarded as of a long-term nature. Deposits 
on utility contracts may be considered long-term, whereas deposits on 
material and merchandise ordered will soon represent inventories and 
hence are current. Deposits for machinery and equipment ordered 
are noncurrent in view of the ultimate application of the deposit. 
Claims arising from the sale of assets other than goods or services and 
calling for collections over a period in excess of one year require special 
analysis to determine the portion of the claim to be reported as current 
and that to be reported as noncurrent. 
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Subscriptions to capital stock are current only so long as it is as¬ 
sumed that they are currently collectible; when current collection is 
not probable or when payments may be deferred indefinitely, such 
balances are reported as noncurrent assets or in some instances more 
appropriately as subtractions from capital balances so that no more 
than the amount actually paid in by stockholders and subscribers is 
reflected as invested capital. 

When income tax refunds or other claims have been granted and 
collection is expected within one year, they qualify for current presen¬ 
tation. When claims are still being processed and recovery is assured 
although the period required for such processing is uncertain, claims 
are shown under a noncurrent heading. When claims are in process 
and the amounts that may be allowed, if any, are uncertain, such items 
should not be recognized as assets; instead, if significant in amount, 
the item and its contingent nature may be pointed out by a parenthet¬ 
ical remark in the asset section of the balance sheet, by a footnote or 
note accompanying the statement, or by appropriate comment under 
a separate contingent asset heading following asset classifications on 
the balance sheet. 

Creditor and customer accounts with contra balances require 
special attention. These balances are found by an analysis of sub¬ 
sidiary ledger detail. For example, assume that the accounts payable 
controlling account reports a balance of $10,000. Inspection of sub¬ 
sidiary account detail reveals accounts with credit balances totaling 
$10,500 matched by accounts with debit balances of $500. The nature 
of the debit balances should be investigated. If the debit balances 
have arisen as a result of overpayments or returns and allowances after 
payment, they are reportable as current assets in view of the claim to 
cash or merchandise that they represent. Such balances are properly 
reported under a title such as “Creditors’ Accounts with Debit Bal¬ 
ances’’ or “Sundry Claims.’’ If the debit balances have resulted from 
advance raw material or merchandise purchase payments by the com¬ 
pany, these too represent a current asset reportable under some de¬ 
scriptive title such as “Advances on Purchase Contracts.” In either 
case Accounts Payable is reported at $10,500. Although both an asset 
and a liability are reported, no adjustment to the controlling account 
or the subsidiary ledger detail is required. Debit balances in the sub¬ 
sidiary ledger are carried forward and are ultimately canceled by fur¬ 
ther purchase billings or cash settlement. 

Customer ledger detail needs similar analysis. Customers’ accounts 
with credit balances may result from overpayments, from customer 
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returns after full pa 3 rment, or from advance payments by customers. 
Such credits may qualify either as current liabilities or as deferred 
credits to income and should be reported accordingly under appro¬ 
priate titles. Accounts receivable, then, are reported at the sum of the 
debit balances reported in the subsidiary ledger. 

It way be pointed oat that when contra balances in customer and 
creditor accounts are relatively insignificant in amount, they are fre¬ 
quently disregarded and only the net receivable or payable balance as 
shown by the controlling account is reported on the balance sheet. 


VALUATION OF Notes receivable are normally reported at 

RECEIVABLES their face value. Thus non-interest-bearing 

notes are shown at face values although theoretically they are not 
wo’ith their face values until their maturity dates. Interest-bearing 
notes call for recognition of accrued interest on the balance sheet date. 
Accounts receivable are stated at the amounts collectible acc-ording to 
the terms of the sale. 


Almost invariably some of the accounts receivable arising from sales 
will prove uncollectible. This makes it de.sirab]e, ordinarily, to antici¬ 
pate the loss on accounts so that the loss may be related to the period 
of the sale and the asset arising from sales may be stated at the amount 
considered recoverable. Recognition of the probable loss on collections, 
as explained in an earlier chapter, is accomplished by a charge to Loss 
from Bad Debts and a ci-edit to Allowance for Rad Debts. The loss is 
reported as a selling, general and administrative, oi- financial charge, 
depending upon the division that is held responsible for controlling 
such losses. The allowance is reported as a subtraction fi'om accounts 
receivable. When positive evidence is available concerning the w'orth- 
lessness of an account, the loss is recorded by a charge to the allow'ance 
and a credit to the receivable. 


BASES FOR ESTIMATE The estimate for bad debt losses may be 
OF BAD DEBT LOSSES leased upon (1) the amount of sales or (2) 

the amount of receivables. W’hen sales are used as the basis for calcula¬ 
tion, the problem of estimating losses is view'ed as one involving pri¬ 
marily the accurate measurement of income. Basing the adjustment 
on receivables considers the problem from the point of view"^ of proper 
asset valuation. With recent emphasis upon profit and loss measure¬ 
ment, increasing support has developed for periodic charges based upon 
sales. A description of the methods employed under each of these bases 
is described in the paragraphs that follow. 
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BAD DEBTS ADJUST- Bad debt losses of recent periods are related 
MENT BASED ON SALES corresponding sales in developing a per¬ 
centage of losses to sales. This percentage may be modified by expec¬ 
tations in the light of current experience. Since bad debts occur only 
on credit sales, it would seem logical to develop a percentage of losses 
to charge sales of the past. This would be applied to charge sales of 
the current period. However, since extra work may be required in 
maintaining records of cash and credit sales or in analyzing sales data, 
the percentage is frequently developed in terms of sales totals. Unless 
there is considerable fluctuation in the propoilion of cash and credit 
sales periodically, the total sales method will give fairly comparable 
results. The sales percentage method for anticipating losses is widely 
used in practice because of its soundness in theory and simplicity in 
application. 

BAD DEBTS ADJUSTMENT There are three methods of establishing and 
BASED ON RECEIVABLES niaintaining an allowance for bad debts when 
receivables are used as the base for the adjustment: 

(1) The allowance is raised to a certain percentage of receivables. 

(2) The allow'ance is increased by a certain percentage of receiv¬ 
ables. 

(3) The allowance is raised to an amount determined by analyzing 
the accounts. 

Raiswg AUoirance to a Certain Percentage of Receivables. This 
method calls for relating the bad debts experience of recent periods 
to accounts outstanding in such periods, together with a considera¬ 
tion of special current conditions. An estimate of the probable losses 
to be suffered in the realization of receivables on hand is developed in 
terms of this information. Loss from Bad Debts is charged and Allow¬ 
ance for Bad Debts is credited for an amount that will bring the allow¬ 
ance to the desired balance. To illustrate, assume receivables of 
$60,000 at the end of a period, a ci'edit balance of $200 in the allowance 
account carried over from prioi’ periods, and an estimated bad debt 
loss factor of 2T(> of accounts receivable. The allowance in this case 
should be stated at $1,200. The following entry brings the allowance 
to the desired amount: 

Loss from Bad Debts . 1,000 

Allowance for Bad Debts 1,000 

This method is simple in application; however, while it offers a 
satisfactory approach to the measurement of receivables, it may fail 
to provide equitable periodic charges to revenue. This is particularly 
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true in view of the irregular determinations of bad debt losses as well 
as the lag in their recognition. After the first year, periodic bad debt 
provisions are directly affected by the current reductions in the allow¬ 
ance resulting from a recognition of bad accounts originating in prior 
periods. 

Increasing Allowance by a Certain Percentage of Receivables. This 
method also calls for the development of a rate after appropriate 
analysis of loss experience. The accepted rate is then applied to the 
balance of accounts receivable on hand in arriving at the charge for 
bad debts and allowance increase. This method, too, is a simple one 
to apply, and it is not subject to the shortcomings of the previous 
method; but the application of this method results in recurring charges 
for those accounts on hand at the end of successive periods unless the 
account balances are analyzed and appropriate adjustment is made to 
avoid a duplication of loss provisions. This factor must be considered, 
particularly when interim statements are prepared. 

Raising Allowance to an Amount Determined by Analyzing the 
Accounts. Perhaps the most satisfactory of the methods wherein re¬ 
ceivables are used as the adjustment base is the one commonly called 
aging receivables. Past-due accounts are first removed from current 
accounts and are shown in a separate ledger group of accounts. Past- 
due accounts may now be classified in tei’ms of age. In classifying ac¬ 
counts, past-due accounts are simply listed on an analysis sheet and 
carried across into a series of columns showing the period past due for 
each item. An illustration of such an analysis is shown below: 


PARKER AND POPE 

Analysis of Past-Dub Receivables — December 31,1953 




Noi 








Moiti 





Moki 



I llAN iO 

11 (»0 

01 ‘K) 

01 ISO 

ISl 

I MAN 

(’rSlOMI K 

Amoi n I 

I)a\h 

I)A5S 

1)^5 8 

J )a\ s 

I >AAS 

1 ^ 1 Alt 



Fast 

I’asi 

Fasi 

Fami 

1’asi 

Fahi 



1)1 1 

Dll 

Dm 

Dm 

Dul 

Dm 

A. B. Andrews 

4''>0 


450 





B. T. Brooks 

300 



100 

200 



B. Bryant 

200 

200 






L. B. Devine 

100 

100 






ICJMood_ 








M. A. Young 

iocT'" 

'"Too 






Total 

7,550 

3,000 

1,200 

650 

500 

800 

1,400 


It is now desirable to review each overdue balance with some appro¬ 
priate company official and to arrive at estimates concerning the de¬ 
gree of collectibility of each item listed. An alternative procedure is 
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to develop a series of estimated loss percentages and to apply these to 
the different past-due classifications. The calculation of the allowance 
on the latter basis is illustrated below: 

PARKER AND POPE 


Estimated Amount of Uncollectible Accounts — December 31, 1953 


(’LASSIlIC\riO\ 

I^ALANC 1 1 H(l\! 

A\ A1 -S HIB 

Bad I)i HT 
nil- N( b 

J..HUMATI D 

Amount oi 


Sill 1 I 

Pi iici MA(.i< 

UN( oi L1 ( TIHLI 8 

Not over 30 days past duo 

$3,000 

7 >% 

$ 150 

31 60 days past duo 

1,200 

10% 

‘.20% 

120 

61 90 days past due 

650 

130 

91 180 days past due 

500 

30% 

150 

181 365 days past duo 

800 

r.0% 

400 

More than one year past due 

1,400 

80% 

1,120 


$7,550 


$J,070 


Loss from Bad Debts is now debited and Allowance for Bad Debts 
is credited for an amount that will bring the allowance account up to 
the required balance. Assuming that the allowance account shows a 
credit balance of $620 before adjustment and a loss of $2,070 is indi¬ 
cated as shown in the tabulation, the following entry is made to raise 
the allowance to the required amount: 

Loss from Bad Debts . 1,450 

Allowance for Bad Debts . 1,450 

The aging method may require considerable time and may prove 
expensive when a great many accounts are involved. The method still 
involves estimates, and the added refinement that may be considered 
to be added by the aging process may not warrant the additional effort. 
It .should be pointed out, too, that the adoption of the asset valuation 
approach, here as in the other instances, may fail to provide equitable 
periodic charges to profit and loss, since charges to profit and loss are 
not coordinated with the time of sales activity but are made when 
there is a recognizable impairment of asset values. 

CORRECTIONS IN As indicated in the previous paragraphs, the 

allowance for bad debts balance is established 
AD DEBTS maintained by means of adjusting entries 

at the close of each accounting period. If the allowance provisions are 
too large, the allowance account balance will be unnecessarily inflated 
and profits will be understated; if the allowance provisions are too 
small, the allowance account balance will be inadequate and profits 
will be overstated. Care must be taken to see that the account balance 
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follows the credit experience of the particular business. The process of 
zging receivables may be employed as a means of checking the allow¬ 
ance balance at dilTerent intervals to he certain that it is being main¬ 
tained satisfactorily. Such periodic checks may suggest a change in 
the rate to be applied or a change in method. 

When it appears that an allowance balance is clearly inadequate or 
excessive as a result of failure to estimate losses satisfactorily in prior 
periods, a correcting entry is in order. When correction of a material 
amount to the allowance account is involved, the corresponding charge 
or credit should be made (1) to a special account disclosing the correc¬ 
tion in profits of prior periods when this information is to be reflected 
as an extraordinary item on the income statement, or (2) to Earned 
Surplus when corrections are shown on the latter report. The recogni¬ 
tion of current period receivables as bad debt losses by charges to the 
allowance may result in a debit balance in the allowance account. A 
debit balance arising in this manner does not prove that the allowance 
is inadequate. Here charges to the allow'ance may simply predate the 
current loss provision, and the adjustment at the end of the period 
should cover losses already determined as well as those yet to be 
recognized. 

Occasionally, accounts that have been charged off as worthless are 
unexpectedly collected. The original entry whereby the customer’s 
account was written off against the allcw'ance may be reversed, inas¬ 
much as the receipt of the payment show's that entry to have been in 
error. The receipt of cash is then recorded in the usual manner. 

BAD DEBTS RECOGNi- In the case of many small businesses and in 
TION AT TIME OF LOSS pg^j^ain instances where estimated losses on 
accounts receivable cannot bo reliably determined, no provision is 
made at the end of the period in anticipation of bad debt losses. In¬ 
stead, bad debt losses are recognized in the pei'iods in which the ac¬ 
counts are determined to be uncollectible. When bad debts are not 
anticipated by the establishment of an allowance, accounts found to 
be bad are written off by a charge to Lo.ss from Bad Debts and a credit 
to the customer’s account. If an account written off is unexpectedly 
recovered in the same period, the entry to record the loss may be re¬ 
versed and the collection recorded in the usual manner. If recovery 
is made in a subsequent period, it is necessary to charge the receivable 
account and credit Recoveries of Accounts Written Off in Prior Periods; 
the collection of the receivable is then recorded in the usual manner. 
The balance of the account Recoveries of Accounts Written Off in 
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Prior Periods may be reported as a subtraction from Loss from Bad 
Debts in arriving at the net charge for bad debts made currently. 

While theory supports the anticipation of uncollectibles so that 
revenue may carry its full burden of expenses, the identification of the 
charge with the period of its discovery is frequently practiced because 
of its convenience in application. It has already been suggested that 
both the method of anticipating losses by the allowance procedure and 
the method of recognizing losses only when determined are acceptable 
for income tax purposes. The method adopted, however, must be em¬ 
ployed consistently on successive tax returns. The tw'o methods are 
compared below: 

Transaction Entry 


To increase allowance for 
bad debts at the end of tlie 
period. 

To write oil customers’ 
accounts assumed to be 
worthless. 


To restore customer’s ac¬ 
count previously written oft 
but now determined to be 
collectible, 

(a) assuming determination 
is made in period of 
w rite-oil. 


(b) assunnntj determination I 
is made in subseciuent | 
period. i 


To record collection of 
customer’s account. 


Assuming that bad debts 
are charged to an allowance 
account set up in anticipa¬ 
tion of such losses 

Loss from 

Bad Debts 1,200 

Allow^ance for 
Bad Debts 1,200 

Allowance lor 
Bad Debts 850 
Accounts 

Receivable 850 


Accounts 

Receivable 100 

Allowance for 
Bad Debts 100 

Accounts 

Receivable 100 

Allowance for 
Bad Debts 100 


Cash 100 

Accounts 
Receivable 100 


Assuming that uad debts 
aff^ charged to operations 
in the period in which the 
losses are determined 


lioss from Bad 
Debts 850 

Accounts 

Receivable 850 


Accounts 

Receivable 100 

Loss from Bad 
Debts 100 

Accounts 

Re(‘eivable 100 

Recoveries of 
Accounts Writ¬ 
ten Off in Prior 
Periods 100 


Cash 100 

Accounts 

Receivable 100 


ANTICIPATION OF DIS- While the foregoing discussion has been re- 
CHARGES^In'Valu^- stricted to the concepts governing the pro- 
TION OF RECEIVABLES vision for uncollectible items, the anticipa¬ 
tion of other charges to be absorbed in the 
realization of accounts receivable and hence properly matched against 
current revenue may be suggested by conditions of sales and collections. 
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For example, if customers generally take cash discounts in making 
remittance, it may be argued that reporting receivables and income 
in terms of customer billings involves some overstatement of these 
items. Under such circumstances, it may be desirable to anticipate 
discounts by a charge to Sales Discounts and a credit to Allowance for 
Sales Discounts. Allowance for Sales Discounts would be subtracted 
from Accounts Receivable so that the accounts would be reflected at 
their estimated cash realizable value. Instead of charging discounts 
on the collection of old accounts to the allowance in the new period, 
it would be more convenient to transfer the allowance to the sales dis¬ 
counts account by a reversing entry, the credit to Sales Discounts thus 
serving to absorb that portion of sales discounts already charged 
against profits of the prior period. 

Similar recognition may be suggested for probable allowances yet 
to be made on sales and for probable losses on sales returns represented 
by the difference between charges to customers and the values appli¬ 
cable to goods returned. Claims that customers may be entitled to 
make for freight charges that they pay on the receipt of goods or on 
the return of goods may call for consideration. Future costs of billing, 
collection activities, and attorneys’ efforts involved in the realization 
of accounts may likewise warrant con.sideration. It may be pointed 
out that the refinement in measurement available through the estab¬ 
lishment of allowances for the classes of items just mentioned is seldom 
found in practice. When allowances are not established and the volume 
of activities and experiences with respect to such charges does not vary 
materially from period to period, the recognition of such charges in 
the period in which they are finally determined will have little effect 
upon periodic profit and loss, although asset balances may include 
some minor degree of overstatement. 

The preceding discussion has considered the anticipations of charges 
as relating to the realization of accounts receivable. The realization 
of notes receivable may involve similar charges. When sales are used 
as a basis for estimating future charges, allowances may be considered 
applicable to both accounts receivable and notes received in liquida¬ 
tion of accounts. When accounts receivable are analyzed and used as 
a base for developing related allowances, notes receivable would re¬ 
quire similar analysis in the development of allowances to absorb 
charges involved in the realization of this asset. 


USE OF RECEIVABLES 
FOR PROCUREMENT 
OF CASH 


A business frequently requires cash for cur¬ 
rent purposes in excess of the amount on 
hand and the amount to become available 
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in the normal course of operations. The business may borrow cash by 
the issuance of notes or other forms of indebtedness on a secured or an 
unsecured basis, or it may use accounts receivable or notes receivable 
as a basis for a cash advance from a bank or a finance company. The 
latter procedures are described in the remaining pages of this chapter. 

ASSIGNMENT OF In order to obtain immediate cash, accounts 

ACCOUNTS RECEIVABLE receivable owned by the business may be (1) 
pledged, (2) assigned, or (3) sold. 

Pledge of Accounts Receivable. Advances are frequently obtained 
from banks or other lending institutions by pledging accounts receiv¬ 
able as security on the loan. Ordinarily, collections are made by the 
borrower, who is required to use this cash in meeting his obligation to 
the lender. The lender, in such instances, may be given access to the 
borrower’s records to determine whether remittances are being properly 
made on pledged accounts. 

Assignment of Accounts Receivable. Certain finance companies ad¬ 
vance cash upon the assignment to them of a given amount of accounts 
receivable. Such assignments carry a guarantee on the part of the as¬ 
signor that he will make up any deficiency in the event the accounts 
fail to realize the agreed amount. Assignments thus represent, in eflFect, 
sale of accounts on a recourse basis. The total of accounts assigned 
normally exceeds the cash advanced by an amount considered adequate 
to cover uncollectible items, returns, offsets, and amounts subject to 
dispute. When amounts actually recovered on assigned accounts ex¬ 
ceed the sum of the advance and the finance company’s charges, such 
excess accrues to the assignor. Charges made by the finance company 
usually consist of a service charge based upon the face amount of the 
receivables plus interest upon the aclual unrecovered balance computed 
on a daily basis. Collections on the accounts receivable are normally 
made by the borrower, who turns the cash over to the assignee, al¬ 
though there are instances where collections are made by the finance 
company. 

Sale of Accounts Receivable. Certain persons or finance companies 
purchase accounts receivable outright on a “without recourse’’ basis. 
This is known as accounts receivable factoring, and the purchaser is 
referred to as a factor. Customers are notified that their bills are pay¬ 
able to the factor, and this party assumes the burden of billing and 
collecting accounts. Because of the added risk borne by the factor, as 
well as the bookkeeping and other collection routines that he assumes, 
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the charge made here exceeds the interest charge involved in borrow¬ 
ing cash from a bank or the service and interest charges involved in 
the assignment process. 

Accounting Procedures jor Accounts Receivable Financing. No spe¬ 
cial accounting problems are encountered in the pledge or the sale of 
receivables. When receivables are pledged, the books simply report 
the loan and the subsequent settlement. Disclosure should be made 
on the balance sheet of the receivables pledged to secure the obligation 
to the lending agency. 

When receivables are sold outright, Cash is debited, receivables 
and related allowance balances are closed, and an expense balance is 
charged for factoring costs. No further entries are required. 

The assignment of accounts calls for special accounting procedures. 
Although the assignment of accounts receivable is comparable to the 
discounting of customers’ notes from a legal point of view and similar 
accounting may be employed, it is simpler practice to treat the rela¬ 
tionship with the finance company as a loan secured by specific assets 
that will be used to liquidate the loan. Two entries are made at the 
time the advance is received and the accounts receivable are assigned: 
one entry records the obligation to the finance company for the ad¬ 
vance and the flat charge; the second entry sets apart under separate 
control those accounts whose proceeds will be applied to payment of 
the loan. 

To illustrate accounting for the assignment of accounts receivable 
following the procedure just explained, assume that the Masters Com¬ 
pany on March 1 assigns accounts receivable of .$24,000 to the Jones 
Finance Corporation and receives $19,500 in cash, a service charge of 
$500 being made for the advance. The entries on the books of the 
Masters Company are: 


Transaction Entry on Borrower’s Books 


Mar. 1 Assigned account‘-’ receixaljlo of 
$24,000 to Jones Finance Corp., 

Accounts Receivable 
Assigned 

24,000 


receiving $19,000 representing 

Accounts Rocei\ahle 


24,000 

$20,000 less a charge of 2iS on 
the advance. 

Cash 

19,500 

A‘-^ignment Expense 
Jones Finance Corp 

.500 

20,000 


Mar. 31 Collections for March, $15, )00. 

(’ash 

15,000 

Remitted this amount to linaiKe 

Accounts Receivable 

company to apply on advance to¬ 
gether with interest at for 

one month on this amount. 

Assigned 

15,000 

Jones Finance Corp 
Interest Expense 

15,000 

75 


Cash 

15,075 
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Transacticn 


Apr. 30 Collections lor April, $7,500. 
Remitted balance owed to finance 
company, $5,000, together with 
interest at 6’^7 for two months 
on this amount. 


Returned remaining assigned ac¬ 
counts to unassigned accounts 
control. 


Entry on Borrower’s Books 


1 Cash 

7.500 


Accounts Receivable 

Assigned .. 


7,500 

Jones Finance Corp 

5,000 


Interest Expense 

50 


Cash 


5,050 

Ac'*ounts Receivable 

1,500 


Accounts Receivable 

i Assigned . 


1.500 


If a balance sheet is prepared before the finance company has re¬ 
ceived full payment, the total of accounts assijjined less the portion re¬ 
quired to cover the claim of the finance company is reported as an 
asset. A statement is also made concerning the contingent liability on 
the part of the company to meet the obligation in the event that as¬ 
signed accounts do not realize enough to liquidate the loan. To illus¬ 
trate, if in the preceding example a balance .sheet is pi’epared on March 
31, accounts receivable and information relating to assigned accounts 
may be reported as follows; 

Current assets: 

Accounts receivable $50,000 

Company’.s interest in assigned accounts receivable: 

Assigned accounts $9,000 

Less interest oi Jones Finance <.'orp. in 
assigned accounts (company is contin¬ 
gently liable as guarantors of assigned 
accounts) 5,000 4,000 

Total account'' receivable . . $.54,000 

When collections are made by the finance company, a procedure 
similar to th<it illustrated can still be employed. In such instances, 
however, entries are made when information is received from the finance 
company concerning collections, interest charges, and the return of 
accounts in excess of claims. 

A business may resort to accounts receivable financing as a tempo¬ 
rary and emergency matter after exhau.sting the limited line of un¬ 
secured credit that may be available from a lending institution. On 
the other hand, many companies may engage in such financing as a 
continuing policy of accounts receivable conversion into immediate 
cash. 


DISCOUNTING 
CUSTOMERS’ NOTES 


Cash may be obtained by having customers’ 
notes discounted by the bank or some other 
agency willing to accept such instruments. If a customer’s note is 
non-interest-bearing, credit is received for the face value of the note 
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less a charge for interest, known as discount, for the period from the date 
the note is discounted to the date of its maturity. If the note is interest- 
bearing, the maturity value of the note is first determined. The 
amount that is paid for the note is the maturity value of the note less 
discount calculated on this maturity value from the date the note is 
discounted to its maturity. In calculating the interest charge for short¬ 
term notes, it is the usual practice to use the exact number of days from 
the date of discount to the due date of the note. 

To illustrate, assume that a customer’s $1,000, 2-month note dated 
December 1 is discounted on December 11 at 6*%,. In figuring time, 
the wording on the note is followed. The above note is due two months 
hence, or on February 1. If it were a 60-day note, it would be due on 
January 30 (30 days remaining in December and 30 days in January). 


The discount period is calculated as follows; 

December 11-31. 20 days 

January. 31 days 

February 1 (due date). 1 day 

Total. 52 days 

Assuming that the note is non-interest-bearing, the cash proceeds 
on discounting the note are calculated as follows: 

Maturity value of note. $1,000.00 

Discount on $1,000 for 52 days at 6%. 8.67 

Discounted value of note. $ 991.33 


The following entry is made: 

Cash. 991.33 

Interest Expense . 8.67 

Notes Receivable. 1,000.00 

Had customer’s $1,000 non-interest-bearing 
note discounted, 52 days at 6(r(. 


The discount of $8.67 may be calculated as follows: 

Principal x Rate x Time = Interest 
6 

*^'’«"'‘^ 100 ^ 360 -=^«-«^ 

It should be observed that in interest calculations involving short¬ 
term notes, 360 days rather than 365 days are generally used as the 
equivalent of a year. When this is the case, the “6% method” may 
prove convenient in calculating interest. Inasmuch as the year is con- 
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sidered to consist of 360 days, interest at 6% for 60 days is one sixth 
of a full year’s interest, or 1%. Interest at 6% for 30 days is one half 
of that for 60 days; interest for 6 days is one tenth of that for 60 days. 
By using such simple combinations, the interest at 6% on any amount 
can be readily determined. In discounting the note above, the discount 


is calculated by the use of this method as follows: 

(a) Interest on $1,000 for 60 days at 6% (.01 of principal). $10.00 

(b) Less: interest on $1,000 for 6 days at 6% (.001 

of principal). $1.00 

(c) interest on $1,000 for 2 days at 6% (J of [b]). .33 1.33 

(d) Interest on $1,000 for 52 days at 6%. $ 8.67 


If the interest rate above were more or less than 6%. the interest 
at 6% can be computed first and then be increased or decreased accord¬ 
ing to the relationship that the given rate bears to the 6% base figure. 
For example, if the interest rate is 7^., the interest amount at 6% is 
multiplied by -J or raised by J; if the interest rate is 4%, the 
interest amount at 6% is multiplied by J or reduced by J-. 

It was assumed in the example above that the discounted note was 
non-interest-bearing and therefore had a maturity value of $1,000. If 
the note provides for payment of principal plus interest at 6% at 
maturity, and it is discounted at 6%, determination of the cash pro¬ 
ceeds is as follows: 


Principal of note. $1,000.00 

Interest to maturity (60 days at 6 %) . 10.00 

Maturity value of note . $1,010.00 

Discount on $1,010 for 52 days at 6',( . 8.75 

Discounted value of note . $1,001.25 


If the note had been held until maturity, interest of $10 would 
have been earned. By having the note discounted prior to maturity, 
the net gain amounted to only $1.25. This amount is recorded as in¬ 
come as follows: 

Cash. 1,001.25 

Notes Receivable. 1,000.00 

Interest Income. 1.25 

When a person endorses a note “without recourse,” he is relieved 
of any liability on the inability of the maker of the note or any prior 
endorser to make settlement of the note upon its maturity. When he 
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endorses a note without making any qualification, however, he becomes 
liable to subsequent holders of the note for its full payment in the 
event the note is not paid at maturity. An endorser who is held liable 
on an instrument has the right to recover such payment from the 
maker of the note who failed to comply with its terms. 

Normally, endorsement without qualification is required in dis¬ 
counting a note, and the endorser becomes contingently liable on the 
paper. The possibility that the endorser will be obliged to make pay¬ 
ment on a note that is discounted may be indicated in the accounts by 
a credit to Notes Receivable Discounted instead of Notes Receivable 
at the time the note is discounted. Notes Receivable Discounted then 
reports the contingent liability arising through the note transfer; Notes 
Receivable remains open pending final settlement of the obligation. 
If in the previous example the endorser of the note is contingently 
liable on it and it is considered desirable to show that final disposition 
of the note has not been made, the following entry is made: 

Cash . 1,001 25 

Notes Receivable Discounted 1,000 00 

Interest Income 1 25 

When the person who holds the note at maturity receives payment 
from the maker, the contingent liability on the part of an endorsee is 
ended and the following entry is made: 

Notes Recievablo Discounted . 1,000 00 

Notes Receivable . 1,000 00 

Notes Receivable can be reported as an asset-and Notes Receivable 
Discounted as a liability on the balance sheet; however, when one 
assumes that liability on discounted notes is rather remote. Notes 
Receivable Discounted is more appropriately reported as a subtraction 
from Notes Receivable. This procedure serves to reduce notes to the 
balance actually held w'hile at the same time showing the contingent 
liability arising from the transfer of notes. 

The use of the notes receivable discounted account gives the same 
final result as that obtained when Notes Receivable is credited for each 
note that is discounted. Since data concerning the contingent liability 
are of concern only on the balance sheet date and these can be deter¬ 
mined readily at the end of the period from an examination of the de¬ 
tailed record of notes transferred, the extra w’ork involved in maintain¬ 
ing a notes receivable discounted account may not be w’arranted. 
When the notes receivable discounted account is not used, information 
concerning the contingent liability can be pro^/ided on the balance sheet 
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by means of a parenthetical remark, a footnote, an accompanying note, 
or a statement under a separate contingent liabilities heading. 

If a note is not paid when it is due, the holder of the note must give 
the endorser prompt notice of such dishonor. The endorser is then 
required to make payment to the holder. PajTnent consists of the face 
value of the note plus interest and plus any fees and costs relating to 
collection. The full amount paid is recoverable from the maker of the 
note, and a receivable account with the maker should be charged for 
the payment. Sometimes the charge is made to Notes Receivable 
Dishonored or to Past-Due Notes. Such an account summarizes 
amounts paid by the endorser and recoverable from the parties who 
are liable on the instruments. If Notes Receivable Discounted was 
credited at the time the note was discounted, this account, together 
with the original notes receivable account, should be canceled by a 
debit to Notes Receivable Discounted and a credit to Notes Receivable. 

Assuming that collection of the claim on the dishonored note plus 
additional interest for the overdue period is made at a later date. Cash 
is debited and the maker’s account and Interest Income are credited. 
Interest for the overdue period is figured at the legal rate as required 
by the laws of the particular state. If part or all of the debtor’s balance 
proves uncollectible, the unpaid balance is written oil' as a loss or a 
charge against an allowance, whichever is appropriate. 

Two sets of illustrations will be offered: (1) discounting a cuslomer’s 
non-interest-bearing note, and (2) discounting a customer’s interest- 
bearing note. 

(1) Assume that J. P. Phillips gives S. R. Turner a $1,000, 2-month, 
non-interest-bearing note dated December 1 in pa>Tnent of an account. 
The note is discounted by Turner on December 11 at 6 %, and the con¬ 
tingent liability is recorded. Also iissume that (a) Phillips pays the 
note at maturity and (b) he fails to pay the note until 90 days after 
it is due, but that he does pay it at that time with interest and protest 
fees. The transactions would be recorded as shown on the upper parts 
of pages 198 and 199. 

(2) Assume that the note given Turner by Phillips is a 2-month, 
6% note. Also assume that (a) Phillips pays the note at maturity and 
(b) he fails to pay the note until 90 days after it is due. Entries would 
be made as shown in the illustration on the lower part of pages 198 
and 199 and on pages 200 and 201, 
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Illustration 1. Discounting a customer’s non-interest-bearing note: 


Entries on Books of Phillips, 
Transactions the Customer 


December 1: 

Issuance of 2-month, non-interest-bear¬ 
ing note. 

Accounts Payable — 

S.R. Turner. 1,000.00 

Notes Payable. . . 1,000.00 

December 11: 

Note discounted for 52 days at 6%. 


December 31: 

Adjustment at end of annual fiscal 
period to record deferred interest for 
32 days. 


January 1: 

Reversing entry. 


(a) Assuming that the note is paid by 
Phillips at maturity: 

February 1: 

Payment of note. 

Notes Payable. 1,000.00 

Cash. 1,000 00 

(b) Assuming that the note is not paid by 
Phillips at maturity: Turner pays the 
note and collects from Phillips 90 days 
after due date with interest at 6%, 
the legal rate. 

February 1: 

Failure to pay by maker; payment of 
note by endorser with protest fee, $2. 


May 2; 

Payment by maker of note, including 
protest fee and interest on $1,000 for 
overdue period at 6^,'(. 

Notes Payable. 1,000.00 

Interest Expense .. 15.00 

Miscellaneous 

Expen.se. 2.00 

Cash. 1,017 00 

Illustration 2. Discounting a customer's interest-hearing note: 

Entries on Books of Phillips, 

Transactions the Customer 

December 1: 

Issuance of 2-month, note. 

Accounts Payable — 

S.R. Turner. 1,000.00 

Notes Payable... 1,000.00 

December 11: 

Note discounted for 52 days at . 
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Entries on Books of Turner, Entries on Books of Party Dis- 

_the Seller _counting Note 


Notes Receivable_ 1,000.00 

Accounts Receiv¬ 
able— J.P.Phillips 1,000 00 


Cash. 991.33 

Interest Expense... 8.67 

Notes Receivable 

Discounted. 1,000.00 

Notes Receivable... 1,000.00 

Cash. 991.33 

Interest Income . 8.67 

Deferred Interest 

Expense. o 33 

Interest Expense 3 33 

Interest Income.... 5.33 

Unearned Interest 

Income . 5.33 

Interest Expense. . 5.33 

Deferred Interest 

Expense. 5 33 

Unearned Interest 

Income . 5 33 

Interest Income 5.33 

Notes Receivable 

Discounted. 1,000 00 

Notes Receivable 1,000 00 

Cash. 1,000.00 

Notes Receivable 1,000.00 

Accounts Receiv¬ 
able — J. P. Phillips 1,002.00 

Cash. 1,002.00 

Notes Receivable 

Discounted. 1,000.00 

Notes Receivable 1,000.00 

Cash. 1,002.00 

Notes Receivable. 1,000.00 

Protest Fees. 2.00 

Cash. 1,017.00 

Accounts Re¬ 
ceivable — J. P. 

Phillips. 1,002 00 

Interest Income .. 15.00 


Entries on Books of Turner, Entries on Books of Party Dis- 

the Seller counting Note 

Notes Receivable 1,000.00 

Accounts Receiv¬ 
able ~ J. P. 

Phillips. 1,000 00 


Cash. 1,001.25 

• Notes Receivable 

Discounted .... 1,000 00 

Interest Income 1 25 

Notes Receivable.... 1,000.00 

Interest Income ... 1.25 

Ca.sh . 1,001.25 
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Entries on Books of Phillips, 
Transactions the Customer 


December 31: 

Adjustment at end of annual fiscal 
period to record accrued interest for 30 
days. 

Interest Expense 
Accrued Interest 
on Notes Pay¬ 
able 

5 00 

5 00 

January 1: 

Accrued Interest on 



Reversing entry. 

Notes Payable 

Interest Expense 

5 00 

5 00 


(a) Assuming that the note is 

paid by 



Phillips at maturity: 




February 1: 


Notes Payable 

1,000 00 

Payment of note and interest 

for two 

Interest Expense 

10 00 

months. 


Cash 

1,010 00 


(b) Assuming that the note is not paid 
by Phillips at maturity. Turner pays 
the note and collects from Phillips 
90 days after duo date with interest 
at 6%, the legal rate. 


February 1 : 

Failure to pay by maker; payment of 
note by endorser including interest, 
$10, and protest fee, $2. 


May 2: 

Notes Payable 

1,000 00 

Payment by maker of note, including 

Interest PiXpense 

25 00 

interest, protest fee, and interest on 

Miscellaneous 


$1,000 for overdue period at 6^ r. 

Expense 

2 00 


Cash 

1,027 00 


PRESENTATION OF Normally the receivables that qualify as cur- 
baL^J^‘ce‘'/he»^ ^ items are grouped for presentation in the 

following classes: (1) notes—trade debtors, 
(2) accounts—^trade debtors, (3) accrued receivables, and (4) other 
receivables. Reporting should disclose notes that are nonnegotiable. 
The detail reported for accrued and other receivables depends upon 
the relative significance of the various items included. Valuation allow¬ 
ance accounts are deducted from the individual receivable balance or 
combined balances to which they relate. Notes receivable may be re¬ 
ported gross with notes receivable discounted shown as a reduction 
from this balance, or notes may be reported net with the contingent 
liability being separately mentioned. Accounts receivable assigned may 
be reported gross with the interest of the assignee in such accounts 
shown as a subtraction item, or the company’s interest in receivables 
may be reported net with appropriate reference to the contingent lia- 
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Entries on the Books of Turner, Entries on Books of Party Discounting 

the Seller Note 


Accrued Interest on 

Notes Receivable . 5 00 

Interest Income . 5 00 


Interest Income .. 5 00 

Accrued Interest 
on Notes Receiv¬ 
able 5 00 

Notes Receivable 

Discounted 1,000.00 

Notes Receivable 1,000.00 

Cash . . 1,010 00 

Not 0 ^’Receivable 1,000 00 

Interest Income 10 00 

Accounts Receiv¬ 
able—J. P. Phillips 1,012 00 

Cash. 1,012 00 

Notes Receivable 

Discounted 1,000 00 

Notes Receivable 1,000 00 

Cash 1,012 00 

Notes Receivable 1,000 00 

Interest Income 10 00 

Prote.st Fees 2 00 

Cash 1,027 00 , 

Accounts Receiv¬ 
able—J.P. Phillips 1,012 00 

Interest Ineome lo 00 



biliiy involved. When receivables have been mort^a^ed, pled^^od, or 
otherwise hypothecated, this should be fully disclosed, together with 
reference to the obligation that is thus secured. 

Current receivable items as they might appear on the balance sheet 


are shown below: 

Receivables: 

Trade notes and drafts receivable (notes of $20,000 
have been pledged to secure bank borrowing) $ 38,000 

Trade accounts receivable (including install¬ 
ment payments not due for 12-18 months of 

approximately $30,000). $112,000 

Less; Allowance for losses on repossessions 

and bad debts. 3,500 109,500 

Accrued receivables. 4,500 

Miscellaneous notes and accounts, including 

term loans to employees of $6,500. 12,000 

Total receivables. $164,000 
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QUESTIONS 

1. The balance sheet for the Waring Co. shows: 

Notes receivable . $150,000 

Accounts receivable . 300,000 

$450,000 

Less: Allowances. 120,000 $330,000 


What comments would you make on this presentation? 

2. The Proctor Corporation shows on its balance sheet one receivable 
balance that includes the following items: (a) advances to officers, (b) de¬ 
posits on machinery and equipment being produced by various companies 
for the Proctor Corporation, (c) traveling expense advances to salesmen, 
(d) damage claims against transportation companies approved by such 
companies, (e) estimated federal income tax refunds, (f) accrued interest 
on notes receivable, (g) United States Treasury Notes, (h) overdue notes, 
(i) receivables from a foreign subsidiary company, (j) subscriptions re¬ 
ceivable on a new bond issue, (k) customer container deposits, and (1) cred¬ 
itor overpayments. Suggest the proper treatment of each item. 

3. The Workman Co. includes installment receivables not maturing 
within one year among its current trade receivables; the Williams Co. 
reports similar installment receivables under a s(‘i:)arate title outside of the 
current asset group. Which procedure would you support? 

4. The Burton Corporation summarizes amounts due from affiliates, 
officers, and employees as a result of sales and loans, etc., und(T a single 
heading under current assets. Comment on this practice. 

5. Soon after C. & R., Inc. had mailed statements to customers on the 
first of the month, three complaints were received stating that credit had 
not been given for checks mailed at least a week before the end of the 
previous month. Upon investigating the complaints, the proper credits 
were found to have been made to the customers' accounts as of the second 
and third of the month. Is there need for any further investigation? 

6. The Beller Co. includes in its current receivable total an investment 
in a joint venture with the Carter Corporation. Officials of the Beller Co. 
justify this ])ractice on the grounds that the assets of the joint venture 
are all in current form. Comment on this practice. 

7. (a) Give several examples of items that might qualify for disclosure 
as contingent assets, (b) What entry would you make in each case, as¬ 
suming these items finally materialize as assets of value to the business? 

8. The Baker Manufacturing Co. ships merchandise on a consignment 
basis to customers, title to such goods passing only at the time the goods 
are sold by the consignees. The Baker Manufacturing Co. charges ac¬ 
counts receivable for the cost of the goods shipped until sales are reported, 
when it increases the receivable accounts with the consignee to the regular 
billing price. Goods on consignment appear on the balance sheet as re¬ 
ceivables. (a) Would you approve such practice? (b) Suggest an alter¬ 
nate procedure. 
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9. Suggest several methods for reporting income tax refund claims ap¬ 
proved or under review and the circumstances supporting the appropriate 
use of each method. 

10. An analysis of the accounts receivable balance of $8,702 on the books 
of Burke, Inc. on December 31 reveals the following: 

Accounts from sales of last three months (appear to be fully 


collectible). $7,460 

Accounts from sales prior to October 1 (of doubtful value). 1,312 

Accounts known to be worthless. 320 

Dishonored notes charged back to customers’ accounts. 800 

Credit balances in customers’ accounts. 1,190 


(a) What adjustments are required? (b) How should the various 
balances be shown on the balance sheet? 

11. (a) Give four methods for the establishment and the maintenance of 
an allowance for bad debts, (b) What are the advantages and the disadvan¬ 
tages of each method? (c) Which do you feel is the j)referable method? 

12. The bookkeeper for Wells, Inc. believes he can show a more accurate 
valuation of notes and accounts receivable by aging the notes and accounts 
and establishing an allowance on this basis than he can by crediting the 
allowance account with a percentage of net sales on account. Do you 
agree? Give the advantages of each procedure. 

13. Explain what procedure you would recommend in the development 
of comparative statements in a year in which a company changed its 
policy from recognition of losses in the period in which they are determin¬ 
able to that of anticipation of losses by means of an allowance. 

14. List and explain the nature of at least four deductions that may be 
applied under certain circumstances in the valuation of accounts re¬ 
ceivable. 

15. In what section of the income statement would you report (a) bad 
debts, (b) sales discounts, (c) recovery of accounts written off in prior 
periods? 

16. (a) Distinguish between the practices of (1) pledging, (2) assigning, 
and (3) selling accounts receivable, (b) Describe the accounting proce¬ 
dure to be followed in each instance. 

17. The Securities and P]xchange Commis.sion has rejectc-d as deficient 
certain financial statements that failed to disclose pledges of certain re¬ 
ceivables as security on loans. What reasons can you offer in support of 
such a rejection? 

18. B. M. Lowell, who has been recording his contingent liability on notes 
receivable discounted, has noticed that he has been held liable on nearly 
as many customers' checks as he has on notes. He suggests setting up a 
“checks endorsed" account to show his contingent liability on checks. Is 
this advisable? Why? 

19. Indicate several methods for presenting on the balance sheet data 
relating to (a) notes receivable discounted, and (b) accounts receivable 
assigned. 
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EXERCISES 

1 . The accounts receivable controlling account for the Armour Co, 
shows a debit balance of $34,550; the allowance for bad debts account 
shows a credit balance of $600. Subsidiary ledger detail reveals the fol¬ 


lowing: 

Trade accounts receivable in 30 days. $12,000 

Deferred payment accounts, receivable 1 month-18 months hence. 3,500 

Trade receivables from officers. 1,250 

Customers* accounts reporting credit balances arising from sales 

returns . 150 

Advance payments to creditors on purchase orders. 3,000 

Advance payments to creditors on orders for machinery. 5,000 

Customers* accounts reporting credit balances arising from ad¬ 
vance payments. 1,000 

Accounts known to be worthless. 450 

Accounts on which post-dated checks are held (no entries were 

made on receipt of checks). 500 

Advances to affiliated companies . 10,000 


Show how this information would be reported on the balance sheet. 

2. The trial balance before adjustment for the Moore Sales Co. shows 
the following balances: 

Dr. 

Accounts Receivable . $20,000 

Allowance for Bad Debts. 150 

Sales. 

Sales Returns and Allowances . 1,000 

Give the adjustment for estimated bad debts, assuming: 

(a) The allowance is maintained at 2^';, of accounts receivable. 

(b) The allowance is to provide for losses of $680 arrived at 
accounts. 

(c) The allowance is to be increased by * 2 of 1 ['I of net sales. 

3. The Barnett Co. decides to employ accounts receivable as a basis for 
financing. Its current position at this time is as follows: 

Accounts Receivable. $30,000 Cash Overdraft . $ 750 

Inventories. 45,000 Accounts Payable. 32,000 

Prepare a statement of its current position, assuming that cash is ob¬ 
tained as indicated in each case below: 

(a) Cash of $20,000 is borrowed on short-term notes and $18,500 is 
applied to the payment of creditors; accounts of $25,000 are pledged 
to secure the loan. 

(b) Cash of $20,000 is advanced to the company by Wells Finance Co., 
the advance representing 75% of accounts assigned to it; assignment 
is made on a “with recourse** basis, and amounts collected in excess 
of the loan balance and charges accrue to the Barnett Co. 

(c) Cash of $20,000 is received on the sale of accounts receivable of 
$22,500 on a “no recourse’* basis. 

4. Best Dealers, Inc. assigns accounts of $80,000 to the Ace Finance Co. 
guaranteeing these accounts and receiving an 80% advance less a flat 
commission of 5% on the amount of the advance. Accounts of $60,000 


Cr. 

$215,000 

by aging 
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are collected and remittance is made to the finance company; the remain¬ 
ing accounts are written off against an allowance for bad accounts. Addi¬ 
tional accounts of $20,000 are assigned, and $8,000 is collected on these 
accounts. Settlement is made with the finance company, including 
pa^nnent of $1,200 for interest. What entries are required on the books of 
Best Dealers, Inc. to record the assignment and the subsequent transac¬ 
tions? 

5. On September 15 each of the following notes is discounted by the 
bank at 6^ ( for M. C. Felter. Give the cash proceeds on each note: 

(a) Felter's own l?0-day, $750 note. 

(b) Customer’s 60-day, $1,000, non-interest-bearing note dated August 15. 

(c) Customer’s 60-day, $1,500, 6^’! note dated August 31. 

(d) Customer’s 90-day, $1,276.20, 5G note dated September 10. 

(e) Customer’s 90-day, $1,512, 7},^^ note dated August 1. 

6. Joe Burk received from John Carl a 60-day, 6^^; note for $3,000, 
dated November 6,1953. On December 6, Burk had Carl’s note discounted 
at 6^ f and recorded the contingent liability. The bank protested non¬ 
payment of the note and charged the endorser with protest ft^es of $2.75 
in addition to the amount of the note. On January 29, 1954, the note was 
collected with interest at 8^ ( from the maturity date. W hat entries would 
appear on Burk’s, Carl’s, and the bank’s books as a re.adt of the foregoing? 


PROBLEMS 

7J-1. '^he balance sheet for the Norton Co. on December 31, 1952, shows 
tb^e^Tollowing current receivable balances: 

Notes receivable including accrued inleresi of $150 $16,650 

Less: Notes receivable discounted 12,000 $ 4,650 


Accounts receivable 

Less: Allowance for bad debts 


$45,000 

1,800 43,200 


Transactions during 1953 included the following: 

(a) Sales on account were $320,000. 

(b) Cash collected on accounts totaled $212,000, which included accounts 
of $46,500 on which cash discounts of 2^, were allowed. 

(c) Notes received in payment of accounts totaled $80,000. 

(d) Notes receivable discounted as of December 31, 1952, were paid at 
maturity with the exception of one $2,500 note on which the company 
has to pay $2,528, which inclu'ded interest and protest fees. It is 
expected that recovery will be made on this note in 1954. 

(e) Customers’ notes of $50,000 were discounted during the year, proceeds 
from their sale being $49,200. Of this total, $36,000 matured during 
the year without notice of protest. 

(f) Customers’ accounts of $2,750 were written off during the year as 
worthless. 

(g) Recoveries of bad debts written off in prior years were $350. 

(h) Notes receivable collected during the year totaled $12,500 and in¬ 
terest collected was $850. 

(i) On December 31, accrued interest on notes receivable is $180. 
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(j) Aging the accounts on December 31, 1953, reveals the need for an 
allowance for bad debts of $2,600. 

(k) Cash of $15,000 was borrowed from the bank, accounts receivable of 
$20,000 being pledged on the loan. Collections of $12,500 had been 
made on these receivables (included in the total given in transaction 
[b]j and this amount was applied on December 31, 1953, to payment 
of accrued interest on the loan of $225, and the balance to partial 
payment of the loan. 

Instruct ions: (1) Prepare journal entries summarizing the transactions 
and information given above. 

f2) Prepare a summary of current receivables for balance sheet presen¬ 
tation. 

7-2. The following post-closing trial balance is taken from the books of 
the Washburn Co. on December 31, 1953: 


WASHBURN CO. 
Post-Closing Trial Balance 
December 31, 1953 


Cash. 

Marketable securities. 

Notes receivable. 

Accounts receivable, net . 

Merchandise inventory . 

Supplies. 

Equipment. 

Allowance for depreciation of ecjuipment. 

$ 7,485 
22,850 
.... 24,000 

41,000 
30,000 
.... 900 

55,000 

$ 5,500 

Buildings. 

Allowance for depreciation of buildings. 

60,000 

8,000 

Land. 

Notes pavable . 

33,000 

22,000 

Accounts payable . 


49,900 

Capital stock. 


150,000 

Surplus. 


38,835 


$274,235 

$274,235 


An examination of the composition of the cash account reveals the 


following: 

Petty cash fund: 

Cash. $ 40 

Expense vouchers. 180 

Postage stamps. 30 $ 250 

Cash on hand awaiting deposit. 1,035 

Checking account with California Bank (overdrawn). (1,800) 

Employees benefit fund with California Bank. 5,000 

Deposit on merchandise ordered from Cole and Cole and to be 
completed by March 1, 1954. 3,000 


$7,485 
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The following items are shown under marketable securities: 

3% Marshall Co. Bonds (interest payable Mar. 1 and Sept. 1), 

$3,000 face, purchased Nov. 1, 1953, at cost plus accrued in¬ 
terest for. $ 3,115 

(Market value of these bonds on December 31, 1953, was $3,120 
and accrued interest.) 

Stock of the Glendale Mercantile Co. (purchased in order to secure 

a valuable long-term business contract) at cost. 10,000 

(Market value of this stock on December 31, 1953, was $10,000) 

Stock of Standard Motors, Inc., acquired as a temporary invest¬ 
ment, at cost. 3,450 

(Market value of this stock on December 31, 1953, was $3,500) 

Cash surrender value of life insurance policies on the principal 
officers. 6,285 


$22,850 


The notes receivable were as follows: 

Notes receivable, customers. $15,200 

Notes receivable, officers (current) . 4,600 

Notes receivable from sale of equipment, due March 1 1955.. . 4,000 

Accrued interest on notes. 200 


$24,000 


Customers' notes of $8,000 that were discounted hav(^ not yet matured. 
Notes Receivable was credited when the notes were discounted. 


The following is a summary of the accounts receivable: 

Customers’ accounts. $33,500 

Employees’ accounts (current). 6,000 

Acknowledged claim for damages against Western Railroad .... 1,500 

Refundable federal income taxes of prior years (current). 2,300 

Cash advanced to salesmen for traveling expenses. 1,200 

$44,500 

Less allowance for doubtful accounts. 3,500 


$41,000 


The balance of the allowance for doubtful accounts is considered 
adequate. 

Instructions: Prepare a balance sheet showing asset and liability items 
properly classified. 

7-3. Weber, Inc. assigned $60,000 in accounts to the Standard Finance 
Co. on March 1. Seventy-five per cent of this amount was advanced, less 
a 2% commission charged by the finance company. Interest on the amount 
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paid back is to be figured at 8%. The assignor continues to make collections 
on the accounts and makes monthly remittances of amounts collected. 

Collections of $33,500 were made in March, remittance being made on 
March 31 of collections and interest. 

Collections of $9,500 were made in April, remittance being made on April 
30 of collections and interest. 

Accounts of $1,200 were written off against an allowance for bad debts in 
May, collections were made on the balance of accounts, and settlement was 
made with the finance company on May 30. 

Inutruciiom: Give the entries on the books of the assignor and the assignee 
to record the foregoing transactions. 


7-4. The Town Shop assigns certain accounts receivable to the Wilson 
Finance Co. on the following basis: 80^^ is advanced, a charge of 5% 
being made on the amount advanced, and interest at is charged on 
the amount owed; the finance company makes collections, the assignor 
guaranteeing all accounts. Transactions in March and April follow: 

Mar. 1. Received remittance upon the assignment of $50,000 m accounts 
to the finance company. 

Mar. 31. Received notice that accounts of $36,000 were collected and that 
$130 was due for interest. Sent check to Wilson Finance Co. for 
interest charge. 

Apr. 30. Received check in settlement from finance company, together with 
a .summary reporting that all accounts were collected with the 
exception of one from A. M. Anderson for $650 that was being re¬ 
turned. In making settlement, the Wilson Finance Co. deducted 
$60 as its charge for interest. 

Instruciiom: Give the entries that would appear on the books of the 
Town Shop. 


7-5. L. T. Wallace completes the following transactions, among others: 


Oct. 1. 


5. 

20 . 


31. 

Nov. 4. 

12 . 

18. 

21 . 


25. 


Dec. 1. 


16 . 


Received a $2,500, 60-day, 6V( note dated October 1 from Charles 
C. Kirk, a customer. 

Had own $2,500, 90-day note discounted at the bank at 6%. 
Received a $2,000, 60-day, non-interest-bearing note dated Octo¬ 
ber 19 from R. A. Elwood, a customer. 

Had Kirk’s note discounted at the bank at 6*^^. 

Had Elwood’s note dLscounted at the bank at 6^(. 

Issued a $1,400, 60-day, note to A. L. Ross in payment of 
account. 

Had own $5,000, 60-day note discounted at the bank at 6%. 
Received from R. F*. Stone, a customer, a $2,500, 90-day, 6% note 
dated November 1, payable to Stone and signed by the Gray 
Corporation. Upon endorsement, gave the customer credit for the 
maturity value of the note less discount at 7^/^,. 

Received a $1,000, 60-day, 6% note dated November 24 from T. C. 
Travers, a customer. 

Received notice from the bank that Kirk’s note was not paid at 
maturity. Protest fees of $2.50 were charged by the bank. 
Received payment from Kirk on his dishonored note, including 
interest at 8^ on the face value of the note from the maturity date. 
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Instructions: (1) Give the journal entries to record the above transactions, 
showing contingent liabilities in the accounts. (Show data used in calcula¬ 
tions with each entry.) 

(2) Give the adjusting entries that would be necessary on December 31 
as a result of the foregoing. 

(3) Indicate which adjusting entries should be reversed. 

7-6. The following are some of the transactions completed by A. R. Med- 
berry over a three-month period: 

Oct. 9. Had own $5,000, 90-day note discounted at the bank at 6%. 

10. Received from L. 0. Gardner, a customer, a $3,000, 60-day, 7% 
note dated October 9. 

11. Received from C. A. Warren on account, $2,500, 60-day, 7% note 
dated October 10. 

18. Had Gardner’s note discounted at the bank at 6%. 

24. Issued a $5,000, 90-day, 6^^J note dated October 24 to C. J. Cope in 
payment of account. 

27. Had Warren’s note discounted at the bank at 6^^,. 

Nov. 3. Received a $650, 90-day, non-interest-bearing note dated Novem¬ 
ber 1 from D. A. Eddy, crediting the customer’s account at face 
value. 

7. Had Eddy’s note discounted at the bank at 6*^ ^. 

28. Received from B. A. Norse, a customer, a $301), 60-day, 6% note 
dated November 14 and made by the Ernest Company. Gave the 
customer credit for the maturity value of the note less discount at 

29. Received a $1,650, 15-day, 7% note dated November 29 from T. 
Rhodes, a customer. 

Dec. 10. Received notice from the bank that Gardner’s note was not paid 
at maturity. Protest fees of $2.50 were charged by the bank. 

27. Received payment on Rhodes’ note, including interest at 8^’5, the 
legal rate, on the face value from the maturity date. 

Instruct ions: (1) Prepare the entries to record the above transactions 
showing the contingent liabilities in the accounts. (Show data used in cal¬ 
culations with each entry.) 

(2) Give the necessary adjusting entries on December 31. 

(3) Indicate which adjusting entries should be reversed. 

7-7. On December 31, the A. L. Carroll Company has the following notes 
receivable on hand: 

(a) A 3,000, 90-day, 7^' note of the Charles Company, dated October 10. 

(b) A $2,500, 90-day, 6C note of the Harrison Corporation, dated October 
14, that had been received on November 5 from R. R. Mills, a cus¬ 
tomer. Mills was credited for the maturity value of the note less 
discount at 79?. 

(c) A $3,600, 2-month, non-interest-bearing note of the Miller Company, 
dated November 16. The customer was given credit for the face value 
of the note less discount at 79? on November 16. 

(d) A $900, 90-day, 7% note of V. A. McCall, dated November 14, that 
had been received from W. A. Leeds, a customer. The customer was 
credited for the maturity value of the note less discount at 7 %. 
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Notes payable outstanding on December 31 were as follows: 

(a) A $10,000, 60-day, 6% note, dated November 4. 

(b) A $5,000, 60-day, non-interest-bearing note that was discounted by 
the bank on December 8 at 6%. 

Instructions: (1) Prepare the necessary adjusting entries as of December 
31, giving an analysis of the adjustment totals in the explanation for each 
entry. 

(2) Indicate which adjusting entries should be reversed. 

7-8. You are given the following trial balances of The Becker Company. 
The trial balance as of December 31, 1953, was taken on a gross basis; 
that is, the totals of the debits and of the credits in each of the ledger ac¬ 
counts, including any balance from the post-closing trial balance at June 
30, 1953, rather than the final balance, have been included. You are ad¬ 
vised that the company records disbursements for expense items through 
liability accounts prior to making payment. 

The books are not available. Since the trial balance is out of balance 
by $270, shown as Unlocated Difference, you attempt to locate the prob¬ 
able source of this difference. You are told that Cash in Bank of $28,044 
has been verified. 


THE BECKER COMPANY 
Trial Balances 


Account 

June 30, 1953 

December 31, 1953 

Cash in Bank. 

$ 21,849 


$ 275,016 $ 

246,972 

Investments. 

30,500 


40,712 

5,000 

Accounts Receivable. 

47,420 


301,425 

248,979 

Merchandise Inventory. 

55,542 


208,856 

153,495 

Office Furniture & Fixtures.... 

8,663 


11,164 

635 

Allowance for Depreciation.... 


$ 4;967 

176 

5,940 

Bank Loans. 


30,000 

10,000 

30,000 

Accounts Payable. 


15,879 

211,658 

233,986 

Accrued Income Tax. 


7,350 

5,658 

11,050 

Capital Stock . 


50,000 


50,000 

Earned Surplus. 


65,778 

10,000 

55,778 

Sales. 



481 

254,005 

Cost of Sales . 



151,914 


Executive Salaries . 



15,500 


Other Administrative Expense. 



21,567 


Selling Expense. 



25,348 


Bad Debt Losses. 



665 


Writedown of Obsolete Mer¬ 





chandise . 



1,025 


Profit on Sale of Investment.. . 




168 

Loss on Sale of Fixtures. 



23 


Interest Expense. 



850 


Income Tax Expense. 



3,700 


Unlocated Difference. 



270 



$ 163,974 $ 163,974 $ 1 , 296,008 $ 1 , 296,008 






















Ch 7] 


RECEIVABLES 


S11 


Instructions: Reconstruct the ledger accounts as they probably appear. 
Record the transactions for the period in journal form and in skeleton ledger 
accounts keyed to the journal entries. You need not prepare financial state¬ 
ments, but you should state where you think the error occurred in the books 
and give reasons to support your conclusion. (A.I.A.adapted) 


7-9. Allen, a sole proprietor, intends to form a partnership with Benson. 
Because of Allen’s failure to keep records, however, he cannot furnish to 
Benson statements indicative of financial position and earnings to serve 
as a basis for determining the respective capital interests of the prospective 
partners and for reaching agreement on other financial matters. Accord¬ 
ingly, it is agreed between Allen and Benson that Allen should continue 
operating as a sole proprietor for a six-month period ending May 31, 1954, 
and to keep proper accounting records to serve as a basis for the drafting 
of a satisfactory partnership agreement. 

On December 10, 1953, you are engaged by Allen to establish a start¬ 
ing point in the bookkeeping retroactive to December 1. You ascertain 
the following facts with respect to balances on pertinent dates and trans¬ 
actions during the ten-day period: 


(1) Available data as of December 1, 1953: 

Cash: 

Bank balance at Nov. 80, 1958, per bank statement $3,070 

Outstanding checks ascertained from checkbook: 

No. 971 $120 

978 145 

984 170 

992 180 

Furniture and fixtures (appraised value) . 2,200 

Receivables (per billing slips): 

Myers . 800 

Nolan . 500 

Peters . 600 

Payables (per monthly creditors’ statements): 

Carlson 350 

Dent 620 

Ferguson 820 

Gates 100 

(2) Transactions, December 1 to December 10: 

(a) Sales on account: 

To: Ryan, goods costing $94 delivered Dec. 4 . 140 

Quinn, goods costing $178 delivered Dec. 7 250 

Young, goods costing $180 delivered Dec. 12 
(merchandise purchased from Ferguson 
below) . . . , . . .. 320 
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(b) Purchases on account: 

From: Carlson, goods ordered Dec. 1, received 

Dec. 2. 400 

Ferguson, goods ordered Dec. 2, received 

Dec. 5. 192 

Gates, goods ordered Dec. 4, received 

Dec. 8. 300 

Ivers, goods ordered Dec. 10, received 
Dec. 13. 250 

(c) Cash receipts: 

Dec. 2. Cash sales (cost, $634) . 860 

5. Myers. 400 

7. Cash sales (cost, $326). 485 

9. Nolan. 300 

10. Peters. 600* 

(d) Cash disbursements: 

Dec. 2. Check No. 993, supplies . 25 

4. Check No. 994, December rent. 175 

5. Check No. 995, Dent. 490** 

9. Check No. 996, Ferguson. 500 

9. Check No. 997, withdrawal by Allen, 

proprietor. 200 

(e) Dec, 4. Receipt of credit memorandum for re¬ 

turn of goods to Dent orginally received 
on Nov. 28 and returned Nov. 80 . . 120 

Dec. 9. Allowance on goods purchased by Nolan, 

Nov. 24 (error in pricing). 80 


(3) Balances, December 10, 1953: 

Cash: 

Balance per bank statement, Dec, 10, 1953. $3,780 

Outstanding checks: 

No. 984 . $170 

996 . 500 

Merchandise inventory (per physical count stated at 

cost). 3,000 

Furniture and fixtures. 2,200 


Assume that: 

(1) Rent and supplies are fully chargeable to the Dec. 1-10 period. 

(2) The sale of merchandise to Young is to be recognized in the Dec. 

1-10 period, although shipment is not made until Dec. 12. 

(8) Goods ordered from Ivers are not recognized as purchases until the 
merchandise is received. 

Instruciiom: Prepare from the data given above a statement of net 
assets for Allen as of December 1 and December 10, 1953, and an income 
statement for the period, ended December 10, 1953. (A.I.A. adapted) 

■^Deposited in bank, December 11, 1953. 

**After deduction of 2% cash discount. 
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Inventories 

Cost Procedures 


NATURE OF The term inventories is an asset designation 

INVENTORIES goods that are held for sale in the 

normal course of business, as well as those goods that are being used 
or that will be used in producing goods to be made available for sale. 
Practically all tangible items fall into this classification at one time or 
another. Gasoline, oil, and automotive supplies are included in the 
inventory of a service station; crops and livestock are included in the 
inventory of a farmer; machinery and equipment are included in the 
inventory of a manufacturer producing such items for sale; buildings, 
ships, or dams under construction are included in the inventory of a 
contT’actor who is engaged to complete such projects. It is the sale of 
its inventories at more than cost of purchase or manufacture that 
normally provides a business with its chief source of revenue. 

Inventories represent one of the most active elements in business 
operations, being continuously acquired, converted, and resold. A 
large part of a company’s resources is frequently tied up with inven¬ 
tory procurement or manufacture. Inventory costs must be recorded, 
grouped, and summai’ized during the period. At the end of the period, 
an allocation of costs chargeable to current activities and to future 
activities must be made. Such allocation normally occupies a central 
role in the measurement of periodic operating results as well as in the 
determination of a business unit’s financial condition. Appropriate 
cost allocation will result in reliable measurements of progress and 
condition. Failure to allocate costs properly can result in serious dis¬ 
tortions of such measurements. 

Accounting for inventory costs presents a number of serious prob¬ 
lems. A great deal of thought has been directed by the accounting 
profession to these problems in recent years. This and the two chapters 
that follow consider the special problems relating to inventories. 


COMPOSITION OF The term inventories applies to all goods that 

INVENTORIES ultimately be sold. The term merchan¬ 

dise inventory is normally applied to goods held by a trading concern, 
either wholesale or retail, when such goods have been acquired in a 
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condition for resale. The terms raw materials, goods in process or work 
in process, and finished goods are used to refer to the inventories held 
by a manufacturing concern. These latter items requii’e description. 

Rav' Materials. Raw materials are those tangible goods that are 
used in the productive process. The raw materials of one company 
normally represent the finished products of the companies from which 
they were purchased. For example, newsprint is a raw material used 
in the publication of a newspaper, but it is the finished product of the 
paper mill from w’hich it w’as purchased. Exceptions, however, are 
found in those instances where companies acquire their raw materials 
from natural sources. 

While the term raw materials can be used broadly to cover all of 
the materials used in manufacturing, this designation is frequently 
restricted to materials that are directly related to the products being 
manufactured. The term factory supplies or manufacturing supplies is 
then used to refer to auxiliary materials, that is, materials that while 
necessary to the productive process are not directly identified with 
products. Oils, fuels, cleaning materials, etc., would fall into this 
grouping since these items are not incorporated in a product but simply 
facilitate production as a whole; paints, nails, bolts, etc., while physi¬ 
cally embodied in the final product, ai’e normally of such minor sig¬ 
nificance as to warrant inclusion w'ithin the auxiliary grouping. Mate¬ 
rials directly employed in the production of certain goods are frequently 
refen'ed to as direct materials; factory supplies ai’e indirect materials. 

Although factory supplies may be separately summarized, they 
should be reported as a part of the (‘ompany’s inventories in view of 
their ultimate application to the productive process. Factory supplies 
should be distinguished from other supplies that make contributions 
to the delivery, sales, and general administrative functions of the enter¬ 
prise. Such other supplies are not a part of the company’s inventories 
but rathei’ call for classification as prepaid expenses. 

Goods in Process. Goods in process consist of uncompleted goods 
in the process of production. This inventory is considered to be made 
up of three cost elements: (1) direct materials, (2) direct labor or pro¬ 
ductive labor, and (3) factory overhead or burden. The cost of materials 
identified with the goods in production is included under (1). The 
cost of labor identified with goods in production is included under (2). 
The portion of factory overhead considered properly assignable to 
goods still in production forms the third element of cost. Factory 
overhead consists of all manufacturing costs other than direct materials 
and direct labor. It includes factory materials and labor not directly 
identified with the production of specific products. It also includes 
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such other general factory costs as depreciation, repairs, taxes, and 
insurance, as well as a reasonable share of managerial costs other than 
those relating solely to the sales or administrative functions of the 
business. 

Finished Goods. Finished goods are the completed products await¬ 
ing sale. The cost of the finished product consists of the costs of mate- 
terials, labor, and overhead assigned to it. P'inished parts that were 
purchased and that are to be used in the production of the finished 
product are normally classed as raw materials; finished parts that are 
held for purposes of sale may be considered finished goods. 


INVENTORIES IN THE When goods acquired are all sold within a 

fiscal period, the determination of the gross 
profit on sales is a simple matter. The total 
cost of goods acquired is also the cost of goods sold that is properly 
chargeable to revenue; the problem of an inventory value to be carried 
into the new period does not arise. Such a situation, however, is seldom 
found in practice. Normally, a part of the goods acquired remains on 
hand at the end of the period. A value must be assigntd to .such goods. 
T his value is subtracted from the total merchandise acquisition costs 
in arriving at the cost of goods chargeable to revenue of the current 
peiiod and is carried into the subsequent period to be charged against 
the revenue that will emerge from the sale of the inventory. Adequate 
records are required for the maintenance of inventory cost data. Such 
records are also required for the proper control of a constantly moving 


stock. 

Two classes of problems arise in the determination of the inventory 
to be reported on the statements: (1) what items are properly included 
in the inventory and (2) what values are to be assigned to such items. 


INVENTORY METHODS Quantities of merchandise on hand are as¬ 
certained either by a physical inventory or 
by maintenance of a perpetual or hook inventory system. The physical 
inventory method involves counting, measuring, or weighing the units 
on hand at the end of the period. The perpetual inventory system 
requires the maintenance of records that offer a running summary of 
inventory items on hand. 

When perpetual inventory records are maintained by a business, 
individual accounts are kept for each class of goods on hand. Increases 
in inventory items are recorded by debits, and decreases are recorded 
by credits; the resulting balances represent the amounts on hand. In 
the manufacturing organization, a perpetual system applied to inven¬ 
tories calls for recording the full movement of goods through individual 
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accounts maintained for raw materials, goods in process, and finished 
goods. Perpetual records may be kept in terms of quantities only or 
in terms of both quantities and costs. 

When the perpetual system is employed, physical counts of the 
units on hand should be made and account balances should be verified 
at least once a year, and preferably at more frequent intervals. The 
frequency of such physical inventories will vary depending upon the 
nature of the goods as well as the rate of movement of the goods. A 
plan of continuous checking of inventory items on a rotation basis is 
frequently employed in practice. Variations between the book record 
and the amounts actually on hand resulting from errors, shrinkage, 
breakage, theft, and other causes should be recognized and the book 
inventories should be brought into agreement with the results of the 
physical count. An inventory adjustment account is debited and the 
book inventory is credited when the actual inventory is found to be 
less than the book figure; the inventory adjustment account is credited 
and the book inventory is debited when the actual inventory exceeds 
the book figure. The inventory adjustment account balance is closed 
along with other profit and loss accounts at the end of the period. 

Practically all large trading and manufacturing enterprises, as well 
as many relatively small organizations, have adopted the perpetual 
inventory system as an integral part of their record keeping. This 
system offers a continuous check and control over inventories, as well 
as immediate data concerning inventory position. The additional costs 
of maintaining such a system are usually well repaid by the services pro¬ 
vided through its adoption. 

ITEMS TO BE INCLUDED As a general rule, goods should be included 
IN INVENTORY inventory of the party holding title. 

The “passing of title” is a legal term designating the point at which 
ownership changes. When terms of a sale are “f.o.b. shipping point,” 
title passes to the buyer with the loading of goods at the point of ship¬ 
ment. Shipment, here, calls for recognition of a sale on the books of 
the seller. Such acquisitions, together with the payables for such goods, 
should be recognized by the buyer at the end of each fiscal period and 
should be reported on the balance sheet even though there is no phys¬ 
ical possession at this time. Such goods may be reported in the inven¬ 
tory section under the title “Merchandise in Transit.” The purchases 
records may be kept open beyond the fiscal period to permit the recog¬ 
nition as purchases of goods in transit as of the end of the period, or 
goods in transit may be recorded by means of an adjusting entry. When 
terms of a sale are “f.o.b. destination,” no recognition of the transaction 
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is required on the books of the seller or of the buyer until the goods are 
received by the buyer. 

Goods are frequently transferred to dealers on a consignment basis, 
the consignor retaining title to such goods until their sale, at which 
time title passes to the customer. The consignor, then, should continue 
to report consigned goods as a part of his inventory under an appro¬ 
priate title such as “Merchandise on Consignment” until the goods 
are sold and a receivable or cash is recognized. The consignee does not 
own the consigned goods; hence he reports neither consigned goods 
nor an obligation foi' such goods on his statements. Other merchandise 
owned by a business but in the possession of others, such as goods in 
the hands of salesmen and agencies and goods held by customers on 
approval, are properly shown as a part of the ending inventories. 

Special circumstances may justify exceptions from the general rule 
of inventory recognition on the basis of legal title. Two examples of 
such exceptional treatment follow: (1) Conditional sales and install¬ 
ment sales may provide for a retention of title by the' seller until the 
sales price is fully recovered; however, w’hen completion of the contract 
and the ultimate transfer of title is practically assured, the transaction 
may be recognized as a regular sale. Conversely, when title is with¬ 
held on a purchase until full payment is made, treatment as a regular 
purchase may be suggested in view of the intent of management to 
comply with contractual tei’ms and ultimately acquire title. (2) In¬ 
coming goods in transit ai-e frequently disregarded in reporting inven¬ 
tories. This practice may be ju.stified when amounts involved are not 
large, when readers of the statements may be expected to assume that 
there is a regular and continuous flow of goods inward, when goods 
are subject to rejection, and when the inclusion of such items before 
their receipt and acceptance offer-s certain practical difficulties. When, 
in the judgment of the accountant, circumstances are such that the 
rule of title does not need to be observed, the treatment chosen should 
be applied consistently, with appropriate disclosure on the statements 
of the special practices that are followed. 


EFFECTS OF ERRORS 
IN RECORDING 
INVENTORY POSITION 


The misstatement of inventory position 
through errors in count or measurement or 
through errors in inclusion results in misstate¬ 
ments on both the balance sheet and the income statement. The effects 
of inventory errors on the accounting statements prepared at the end 
of the fiscal period are indicated in the summary that is given on the 
following page. 
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(a) Overstatement of the ending inventory through errors in the 
count of goods on hand, inclusion in inventory of goods not owned or 
goods already sold, etc.: 

Current year: 

Income statement - overstatement of the ending inventory will 
cause the cost of goods sold to be understated and the net income 
to be overstated. 

Balance sheet — the inventory will be overstated and the capital 
will be overstated. 

Succeeding year: 

Income statement overstatement of the beginning inventory will 
cause the cost of goods sold to be overstated and the net income 
to be understated. 

Balance sheet — the error of the previous year will have been 
counterbalanced on the succeeding income statement and the 
balance sheet will be correctly stated. 

(b) Understatement of ending inventory through eiTors in the 
count of goods on hand, failure to include goods purchased, or goods 
transferred but not yet sold, etc.: misstatements indicated in (a) above 
are reversed. 

(c) Overstatement of ending inventory accompanied by failure to 
recognize sales and corresponding receivables at end of period: 

Current year: 

Income statement - sales are understated by the sah's price of the 
goods and cost of goods sold is understated by the cost of the 
goods relating to the sales; gross profit and net income are thus 
understated by the gross profit on the sales. 

Balance sheet — receivables are understated by the sales price 
of the goods and the inventory is overstated by tire cost of the 
goods that were sold; current assets and capital are thus under¬ 
stated by the gross profit on the sales. 

Succeeding year: 

Income statement sales of the preceding year are recognized here 
in sales and cost of sales; gross profit and net income, therefore, 
are overstated by the gross profit on such sales. 

Balance sheet — the error of the previous year is counterbalanced 
on the succeeding income statement and the balance sheet is 
now correctly stated. 

(d) Understatement of ending inventory accompanied by failure 
to recognize pur(*hases and corresponding payables at end of period; 

Current year: 

Income statement — purchases are understated, but this is counter¬ 
balanced by the understatement of the ending inventory; gross 
profit and net income are correctly stated as a result of the 
counterbalancing effect of the error. 
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Balance sheet — while capital is reported correctly, both current 
assets and current liabilities are understated: when current 
assets exceed liabilities, such understatements by the same 
amount result in a ratio of current assets to current liabilities 
that is more favorable than is actually the case. 

Succeeding year: 

Income statement—the beginning inventory is understated, but this 
is counterbalanced by an overstatement of purchases, as pur¬ 
chases at the end of the prior year are recognized currently; gross 
profit and net income are correctly stated as a result of the 
counterbalancing effect of the error. 

Balance sheet — the error of the previous year no longer affects 
balance sheet data. 

Discoveries of inventory errors call for careful analyses of the effects 
of such errors and the preparation of entries to correct real and nominal 
accounts so that current and future activities may be accurately ex¬ 
pressed in the accounts. 

INVENTORY In viewing the inventory in its dual position 

VALUATION as f]) a value that is repoi ted on the operat¬ 

ing statement in developing costs pi-oi)erly applicable to current rev¬ 
enue and (2) a value reporled on the balance sheet that represents the 
charge that is properly assignable to future periods, one must accept 
cost as the primary basis for inventory valuation. When there has 
been a marked change in the value of the inventoiy between the pur¬ 
chase date and the date of inventory, the question arises as to whether 
some recognition should be given to current inventory replacement 
values. With a decline in prices, practice has generally answered this 
question in the affirmative by applying the valuation method of “cost 
or market, whichever is low'er.’’ Special coiiditions may suggest the 
use of valuation methods other than cost or market, whichever is 
lower. For example, under certain circumstances practice has sanc¬ 
tioned the full departure fi'om cost and the use of a sales price or a 
modified sales price basis. The principal inventory valuation methods 
and their special applicabilities will be considered in detail. Attention 
is directed in this chapter to the measurement of cost that is required 
when inventories are to be valued at cost and also when cost is to be 
used as the first step in the development of a value in terms of cost or 
market, whichever is lower. 

INVENTORY COST The determination of the cost of the inven¬ 
tory may be no simple matter. First, it in¬ 
volves a determination of the expenditures that actually enter into the 
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cost of the goods that are acquired. Second, it involves the application 
of a method for relating the different costs of the goods acquired to 
periodic revenue. 

Inventory costs may be considered to consist of all expenditures, 
both direct and indirect, relating to inventory acquisition, prepara¬ 
tion, and placement for sale. In the case of raw materials or goods 
acquired for resale, cost includes all expenditures involved in the ac¬ 
quisition of the goods, including buying costs, freight in, duties, taxes, 
insurance, and storage. Certain expenditures can be identified with 
specific acquisitions or can be apportioned to inventory items in some 
equitable manner. Other expenditures may be relatively small and 
may be difficult to allocate satisfactorily to goods acquired. Such 
items are frequently excluded in the calculation of inventoi y costs and 
are charged in total to current revenue. 

The elements involved in the cost of manufaclured products have 
already been mentioned. Proper accounting for materials, labor, and 
overhead items and their identification with goods in process and 
finished goods inventories may be best at-hieved through adoption of a 
cost accounting system designed to meet the special requirements of 
the business unit. Certain costs relating to the acquisition or the manu¬ 
facture of goods may be considered of an abnormal nafure and may be 
excluded in arriving at inventory cost. For example, charges arising 
from idle plant and facilities, excessive spoilage, and reprocessing are 
normally considered extraordinary items chargeable in total to current 
revenue. Only that portion of general and administrative costs that is 
clearly related to procurement or pj’oduction should be included in 
inventory costing; selling expenses should be wholly excluded. 

DISCOUNTS AS Discounts that are treated as a reduction of 

REDUCTIONS IN COST recording the acquisition of goods 

should likewise be treated as a reduction in the cost assigned to the 
inventory. Trade discowits are discounts from the list price allowed to 
the buyer. Purchases should always be recorded less such trade dis¬ 
counts, and the inventory cost should be recognized on an equivalent 
basis. In the case of cash discounts, which represent discounts allowed 
only upon payment of invoices within a limited period, inventory treat¬ 
ment depends upon whether .such discounts are regarded as a reduction 
in cost or as a source of income. If cash discounts are treated as a sub¬ 
traction from purchases, the inventory balance should be con’espond- 
ingly reduced; if cash discounts are reported as other income, inven¬ 
tories should be reported at invoice cost without reference to such 
discounts. 
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To illustrate the two practices, assume that cash discounts averag¬ 
ing 1 % are taken on purchases, and that one half of the merchandise 
available for sale remains on hand at the end of each period. If inven¬ 
tories are valued at cost, they would be reported as follows: 



Discounts 
as a Reduction 
of Cost 

Discounts 
as Other 
Income 

jst Year: 





Sales . 

Cost of goods sold: 

Purchases 

Less- Purchases discounts 

ICO.OOO 

1,000 

90,000 

100,000 

90,000 

Less: Ending inventor 

99,000 

49,’')00 

49,100 

50,000 

50,000 

Cross piofit 

Operating expenses 


40,100 

>0,000 


40,000 

30,000 

Other income: 

Purchases discounts 




10,000 

1,000 

Net income 


10,500 


11,000 

ind Year: 





Sale^ 

Cost of goods sotd: 

Beginning inventor\ 

Pur t liases 

49,100 

10,000 

90,000 

50,000 

50,000 

90,000 

Less: Purchases dis< ounts 

99,100 

100 




Less- End'ng in\ 1 ntor' 

99,000 

19,100 

19,100 

100,000 
10,000 

50,000 

Cro>s profit 

Operating e\pense‘- 


40,100 

•{0,000 


40,000 

30,000 

Other income: 

Purchases discount 




10,000 

500 

Net income 


10,100 


10,100 


It will be observed that, after the f'rst 3 ear, similar net income 
measurements result from the use of either method in the absence of 
widely fluctuating inventories. 

Treatment of purchases discounts as income is defended on the 
grounds that the buyer takes special measures in liquidating a claim 
in advance of its due date to secure such discounts. There may be ex¬ 
penses attached to raising capital for the advance liquidation of debts. 
Financial management is charged with such costs; discounts earned. 
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then, may be properly credited to financial management and matched 
against such expenses. 

However, serious objection can be taken to the foregoing practice 
on the grounds that it provides for the recognition of gain from the act 
of buying. Sound accounting provides for the recognition of gain only 
from the sale of goods or services, not from their purchase. The buyer 
is offered goods at a net or cash price, and no more than this actually 
needs to be paid. Settlement is almo.st invariably made on a cash basis 
in view of the difference between the cash discount and the cost of 
borrowing money for such a discount period. In fact, w'hen settlement 
is not made within the discount period, a failure on the part of financial 
management is indicated either through carelessness in considering 
payment alternatives or through financial inability to avoid the extra 
charge. The arguments raised in connection with the treatment of pur¬ 
chases discounts by the buyer have their countei’part in the treatment 
of sales discounts by the seller. 

Treatment of purchases discounts taken as a subtraction from pur¬ 
chases is recognition of such discounts as an adjustment in purchase 
cost. But this practice offers only partial recognition of the co.st view 
just developed. Full agreement with the preceding analysis is obtained 
by reporting purchases net and recording any amounts paid in excess 
of these amounts as Purchases Discounts Lost, a financial management 
expen.se item. When such a practice is to be followed, two methods 
may be employed: (1) accounts payable may be reported net or (2) ac¬ 
counts payable may be reported at the gi’oss invoice price w'ith a pay¬ 
able offset balance or liability valuation account reporting the pur¬ 
chases discounts available. The two methods are illusti-ated below: 


Accounts Payable Accounts Payable 

Transaction Reported Net Reported (iross 


Purchase of merchandise 
priced at $1,000 less trade 
discount of 30% 20% and 
a cash discount of 2%: 

$1,000 less 30 7o $700 

$ 700 less 20% $500 

$ 560 less 2^0 80 

Purchases (or 

Inventory) 548 80 
Accounts Payable 548 80 

Purchases (or 

Inventory ) 548 80 

Allowance for 

Purchases Dis¬ 
counts 11 20 

Accounts Payable 560 00 

Payment of invoice: 

(a) Assuming payment 
within discount period. 

(a) Accounts 

Payable 548 80 

Cash 548 80 

(a) Accounts 

Payable. 560 00 
Allowance 
for Purchases 
Discounts 11 20 

Cash . 548 80 
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. Accounts Payable Accounts Payable 

Transaction Reported Net Reported Gross 


(b) Assuming payment 
after discount period. 


While the recording: of purchases net and the recognition of cash 
discounts lost as an expense is of obvious merit, it has failed to obtain 
wide adoption. Chief objection has been made on practical grounds. 
Use of this method calls for the conversion of gross amounts as stated 
by invoices into net amounts relating to individual acquisitions and 
the subsequent application of such converted values throughout the 
accounting for inventories. This is normally less convenient than ac¬ 
counting in terms of gross invoice charges. 

SPECIFIC IDENTIFICA- Revenue may be charged for goods sold on 

basis of identified costs of the specific 
INVENTORY ITEMS practice calls for the identi¬ 

fication of a cost with each item acquired. When perpetual inventories 
are maintained, the sale of goods calls for the transfer of articles and 
their identified costs to cost of goods sold. When a system of physical 
inventories is maintained, goods on hand require identification with 
specific invoices for cost valuation. In each instance, costs related to 
units sold are reported as cost of goods sold and costs identified with 
goods on hand remain to be reported as the ending inventory. 

WTiile such identification procedure may be considered a highly 
satisfactory approach to the revenue-cost matching process under nor¬ 
mal circumstances, this practice may be difficult or impossible to apply 
or may be considered to be inadequate in view of special existing con¬ 
ditions. When an inventory is composed of a great many items, some 
being similar items acquired at different times and at different prices, 
cost identification procedures may prove to be slow, burdensome, and 
rather costly. When identical items have been acquired at different 
times, their identity may be lost and cost identification thus denied. 
Furthermore, marked changes in costs during a period may suggest 
charges to revenue on a basis other than past identified costs. 

When specific identification procedures are considered inappro¬ 
priate, alternate methods of assigning costs to the movement of goods 
may be employed, the choice of method depending upon the assump- 


(b) Accounts 

Payable 548 80 
Purchases 
Discounts 
Lost 11 20 
Cash 560 06 


(b) Accounts 

Payable. 560 00 
Cash 560 00 

Purchases 
Discounts 
Lost. 11 20 
Allowance 
for Purchases 
Discounts 11 20 
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tion that is made with respect to the costs properly chargeable to cur¬ 
rent revenue. Methods for charging costs to revenue that have achieved 
widest application are (1) first-in, first-out, (2) average, and (3) last-in, 
first-out. 

FIRST-IN, FIRST-OUT The first-in, first-out method (fifo method) 
METHOD jg based on the assumption that costs should 

be charged out in the order in which incurred. Inventories are thus 
stated in terms of most recent costs. To illustrate the application of 
this method, assume the following data for a certain commodity: 


January 1 Inventory 

200 units at $10 

$ 2,000 

12 Purchase 

400 units at 12 

4,800 

24 Purchase 

300 units at 11 

3,300 

30 Purchase 

100 units at 12 

1,200 

Totals 

1,000 

$11,300 


A physical inventory on January 31 shows 300 units on hand. The 
inventory would be considered to be composed of the most recent 
purchases, and its cost would be calculated as follows: 

Most recent purchase, January 30 100 units at $12 $1,200 

Next most recent purchase, Jan. 24 200 units at 11 2,200 

Totals 300 $3,400 

If the ending inventory is recorded at a cost of $3,400, cost of 
goods sold is $7,900 ($11,300 —$3,400), and operations ai'e charged 
with the earliest costs. 

When perpetual inventory accounts are maintained, a form similar 
to that illustrated at the top of the opposite page is kept to record the 
cost of units issued and the cost relating to the goods on hand. The 
first column is used for memorandum entries reporting amounts 
ordered. Remaining columns show the quantities and values relating 
to goods acquired, goods issued, and balances on hand. 

AVERAGE METHOD Use of an average cost is based on the as¬ 
sumption that goods should be charged out 
on the basis of average cost relating to total units acquired. Inven¬ 
tories are likewise stated at average. Assuming the cost data in the 
preceding section, a physical inventory of 300 units on January 31 
would have an average cost as follows: 
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COMMODITY X (FIFO) 


Ordered 

Date 

Received 

Issued 

Balance 

Memo- 

Jan. 1 

i 




200 at $10 

2,000 

RANDOM 

Entries 

12 

400 at $12 

4,800 



200 at $10 
400 at $12 

2,000 

4,800 


16 



200 at $10 
300 at $12 

2,000 

3,600 

100 at $12 

1,200 


26 

300 at $11 

3,300 



100 at $12 
300 at $11 

1,200 

3,300 


29 



100 at $12 
100 at $11 

1,200 

1,100 

200 at $11 

2,200 


30 

100 at $12 

1,200 



200 at $11 
100 at $12 

2,200 

1,200 


January 1 

Inventory 

200 units at $10 

$ 2,000 

12 

Purchase 

400 units at 12 

4,800 

24 

Purchase 

300 units at 11 

3,300 

30 

Purchase 

100 units at 12 

;,200 


Totals 

1,000 

$11,300 

Average cost 

$11,300 

1,000 

$11.30 



Ending inventory; 300 units at $11.30 = $3,390. 

If the ending inventory is recorded at a cost of $3,390, cost of goods 
sold is $7,910 ($11,300-$3,390), and operations are charged with 
average cost. 

The procedure illustrated above is commonly referred to as a 
ueighted average method since the average cost is influenced by the 
number of units acquired at each price. 

When perpetual inventories are maintained but the costs of units 
issued are not recorded until the end of a period, a weighted average 
cost for the period may be calculated at that time and the accounts 
may be credited for the average cost of total units issued. Normally, 
costs relating to issues are recorded currently, and it is necessary to 
calculate costs on the basis of the average on the date of issue. This 
requires the calculation of an average cost immediately after the receipt 
of each additional lot of merchandise. This method, which involves 
successive average recalculations, is referred to as a moving average 
method. 
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The use of the moving average method is illustrated below: 

COMMODITY X (MOVING AVERAGE) 


Ordered 

Date 

Received 

Issued 


Balance 

Memo- 

Jan. 1 





200 at $10.00 

2,000 

RANDOM 

12 

400 at $12 

4,800 



600 at $11.33 

6,800 

Entries 

16 



300 at $11. 

5,665 

100 at $11.35 

1,135 


26 

300 at $11 

3,300 



400 at $11.09 

4,435 


29 



200 at $11.09 

2,218 

200 at $11.09 

2,217 


30 

100 at $12 

1,200 



300 at $11.39 

3,417 


On January 12 the new unit cost of $11.33 was found by dividing 
$6,800, the total cost, by 600, the number of units on hand. On January 
16, the dollar balance, $1,135, represented the previous balance, $6,800, 
less $5,665, the cost assigned to the 500 units issued on this date. New 
unit costs were calculated on January 26 and 30 when additional units 
were acquired. 

LAST-IN, FIRST-OUT The last-in, first-out method (lifo method) 
METHOD jg Qjj assumption that the latest 

costs should be the first that are charged out. Inventories are thus 
stated in terms of earliest costs. Assuming the cost data in the pre¬ 
ceding section, a physical inventory of 300 units on January 31 would 
have a cost as follows: 

Earliest costs relating to goods, January 1 200 units at $10 $2,000 

Next cost, January 12 100 units at $12 1,200 

Totals 300 $3,200 


If the ending inventory is recorded at a cost of $3,200, cost of goods 
sold is $8,100 ($11,300-$3,200), and operations are charged with 
the latest costs. 

When perpetual inventories are maintained but the cost of units 
issued is not recorded until the end of the period, the most recent costs 
relating to the total units issued may be determined and the account 
credited for this cost. Cost, then, is the same as reported above. Nor¬ 
mally, however, costs relating to issues are recorded currently, and it 
is necessary to calculate costs on a last-in, first-out basis using the cost 
data as shown on the date of issue. This is illustrated on the following 
page. 
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COMMODITY X (LIFO) 


Ordered 

Date 

RECEI\ ED 

Issued 

Balance 

Memo- 

Jan. 1 

1 




200 at $10 

2,000 

RANDOM 

12 

400 at $12 

4,800 



200 at $10 
400 at $12 

2,000 

4,800 

Entries 

16 



400 at $12 
100 at $10 

4,800 

1,000 

100 at $10 

1,000 


26 

300 at $11 

3,300 


1 

100 at $10 
300 at $11 

1,000 

3,300 


29 



200 at $11 

2,200 

100 at $10 
100 at $11 

1,000 

1,100 



100 at $12 

1,200 



100 at $10 
100 at $11 
100 at |12 

1,000 

1,100 

1,200 


It should be noted that a cost of $3,200 Yas obtained for the ph\'si- 
cal inventory, whereas $3,300 was obtained when co.'ls were calculated 
as goods were issued. This dilference is due to the fact that it w'as 
necessary to charge out 100 units at $10 in the issue of January 16. 
The ending inventory thus reflects only 100 units of the beginning 
inventory. Where units were not charged out ciu-rently, the ending 
inventory was considered to consist of the cost of the 200 units reflected 
in the beginning inventory plus 100 units at the earliest acquisition 
cost of the current period. 


EFFECTS OF COST In the absence of significant price-fluctuation 

FLOW PROCEDURES merchandise acquired, use of any of 

COMPARED three methods just illustrated leads to 

approximately the same result. In the examples given, where costs 
fluctuated from $10 to $12 per unit, inventory costs differed to some 
degree, ranging from $3,200 to $3,417, as follows: 


First-in, first-out 

Average 

Last-in, first-out 


I^HYSICAL 

iNVKNTORY 

$3,400 

3,390 

3,200 


Perpetual 

Inventory 

$3,400 

3,417 

3,300 


Assuming that inventories are recorded at cost, variations between 
costs obtained through use of the first-in, first-out and the last-in, 
first-out methods may become relatively significant in a period of 
steadily rising or falling prices. Use of the first-in, first-out method 
results in inventories being reported near or at current costs, while 
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use of the last-in, lirst-out method results in inventories being reported 
at a more or less fixed amount. 

The effect upon the net profit is of even greater significance. Use 
of first-in, first-out in a period of rising prices matches rising sales 
prices with oldest low-cost inventory, thus expanding the gross margin 
on sales. In a period of falling prices, declining sales prices are matched 
against oldest high-cost inventory, thus narrowing the margin on sales. 
On the other hand, use of last-in, first-out relates current high costs of 
acquiring merchandise with rising sales prices in a period of rising 
prices, and low costs of acquiring merchandise with declining sales 
prices in a period of falling prices. The weighted average method recog¬ 
nizes both past and present costs in the inventory. However, ordin¬ 
arily results will closely parallel first-in, first-out costs since purchases 
during the period are generally several times the inventory balance 
carried into the period, and average costs forming the ending inventory 
valuation will thus approach current costs. 

The illustration that follows demonstrates the results obtained 
from inventory valuation at cost with the use of the three methods in 
periods of rising and falling prices. Assume that the Wilcox Sales Co. 
sells its goods at 50 per cent in excess of current prevailing costs from 
1950 to 1953. It sells out and winds up activities at the end of 1953. 
Sales, costs, and gross profits using each of the three methods are 
listed below* 




IIIO 

\M KilIlLl) A\rRAfiT 



1 ilO 




A 401 MS 

AmOI N13 



A\IOI 


1950 









Sales, 600 units (a) 59 


1 500 



1 500 



4 500 

Inventory, 200 units 

$5 

1 ()()() 

200 (« ;>5 

I 000 



1 000 


Purchases, 600 umth 

((t 5b 

i (H)() 

500 0 :>() 

000 


500 ( / s.! 

000 




I 000 


4 000 



1 000 


Ending Inv, 200 units 

(a $t) 

1 200 2 800 

2000 55 71 (54 000-700 

1 M2 

_ S)S 

200(o 55 

1 000 

1000 

Oross Profit 


1 700 



1 t.l2 



1 500 

1951 









Sales, 450 units(cA SI 2 


5 IIM) 



j 400 



5 400 

Inventory, 200 units 

(a 5b 

1 200 

2000 55 71 

1 142 


200(/ >> 

1 000 


Purchases, 600 units 

0/ 5S 

4 000 

500(0 58 

4 0(H) 


500 (Cl 5S 

4 00) 




5 200 


5 142 



lOOO 


Ending Inv , 260 units 

(a $S 

2 000 1200 

2j0(« $7 35 (55 142 700 

1 S)S 

> I H 

200(1 55 









50 (Cl tS 

1 400 

1600 

Gross Profit 


2 200 



2 0Jb 



1 800 

1952 









Sales, 475 units (ai $10 50 


4 088 



4.988 



4,988 

Inventor), 250 units 

0 $8 

2 000 

2500 $7 35 

1 SIS 


200 0 $51 









60 (Cl 58 

1 400 


Purchases, 450 units 

(fix $7 

1 150 

4)0(« $7 

I 150 


450 0 57 

I 150 




5 160 


4 988 



4 5)0 


Ending Inv , 225 units 

di' $7 

1 575 3,575 

225$7 13 ($1 988-7001 

l,b04 

I 184 

200 (cn 55 









2>(cr $8 

1,200 

3,350 

Gross Profit 


1,113 



l,b04 



1,038 











* Totals lu the illustration are calculated to the nearest dollar 
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1953: 

F(.il(3, 525 unite S7 50 
Invcnton, units 

Purchiises, 300 units 

Gross Profit 


nro WEIGHTED A\ERAGE LIFO 

Amoums Amounis AmOINT-' 


3,938 

$7 1,575 

@i$5 1.500 3,075 


3 033 3 038 

225(a) $7 13 1,604 ’ 200(0)15 

25 (a *S 1,200 

300(^$5 1,500 (101 300(a S5 1,500 2,700 

814 1,238 


The foregoing transactions are summarized below: 




FiFO j 

1 

, WEIGHTED 

' AVERAGE 

1.1 F(; 

/EAR 

Sales 

Cost 

OF 

Sales 

Gross 

Profit 

Gross 

PRorir 

TO 

Sales 

Cost 

OF 

Sales 

Gross 

Profit 

Gross 

PRorn 

TO 

Sales 

Cost 

OF 

Sai.es 

Gross 

Profit 

Gross 

Profit 

^ TO 

Sales 

IQ’iO 

1931 

1932 
1953 

4,500 

5,400 

4,988 

3,938 

2,800 

3,200 

3,573 

3,073 

1,700 

2,200 

1,413 

803 

37 8 

40 7 

28 3 

21 9 

2,858 

3,304 

3,384 

3,104 

1,642 
2,096 
1,604 
834 

36 5 

38 8 

32 2 

21 2 

3,000 

3,600 

3,350 

2,700 

1,300 

1,800 

1,638 

1,238 

33 3 

33 3 

32 8 

31 4 


18,820 

12,650 

0,170 

32 8</c 

12,650 

6,176 

32 8^ 

j 12,650 

6,176 

32 8'’t 


Although the total cost of goods sold and the total gross profit are 
the same for the four-year peiiod under each of the methods used, the 
use of first-in, first-out resulted in increased gross profit percentages 
in periods of rising prices and a contraction of margins in a period of 
falling prices, while last-in, first-out resulted in relatively steady gross 
profit percentages in spite of fluctuating prices. The weighted average 
method, on the other hand, offered results closely comparable to those 
obtained by first-in, first-out. Assuming operating expenses at 30 per 
cent of sales, a profit would be reported for each year with the use of 
last-in, first-out; larger profits would be reported for 1950 and 1951 
with the use of first-in, first-out, but 1952 and 1953 would prove loss 
years. Inventory valuation on the last-in, first-out basis thus tends to 
smooth off the peaks and fill in the troughs of the business cycle. 


EVALUATION OF COST Fifo assumes the movement of unidentifiable 
FLOW PROCEDURES through processing and out to the cus¬ 

tomer in the same order in which such units were acquired. The aver¬ 
age method assumes a complete commingling of units acquired with 
similar units on hand, and movement out in such commingled state. 
Lifo assumes a building up of a stock and the use of latest units ac¬ 
quired to satisfy sales requirements. 
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Both fifo and average methods may be supported as logical and 
systematic approaches to the flow of cost when it is impractical or 
impossible to achieve cost identification with goods as these move 
forward. Revenue is charged with costs considered applicable to its 
realization; ending inventories are reported in terms of recent costs, 
costs that fairly present the current inventory position and that may 
equitably be assigned to revenues of the subsequent period. 

The cost assignment resulting from the application of lifo cannot 
normally be considered in harmony with a movement of goods through 
the business. One would seldom encounter a practice of priorities for 
the use or transfer of goods assigned to latest acquisitions. Sequences 
involved in the physical movement of goods are disregarded in view of 
another factor that is considered of greater significance for purposes of 
cost assignment. This factor is the desirability of charging revenue 
with most-current costs, that is, costs that are more nearly representa¬ 
tive of the cost of replacing the gap in the inventory occasioned by 
its transfer out. As a matter of fact, some accountants have proposed 
going beyond lifo by charging revenue with the replacement cost of 
goods sold (next-in, first-out, or nifo) rather than with latest acquisi¬ 
tion costs. 

The current charges approach, it is argued, offers a more accurate 
statement of earnings accruing to the ownership group. The use of 
fifo in a period of rising prices, for example, produces a profit that is 
not fully available to owners but rather must be applied in part or in 
whole to higher cost inventory replacement; in a.period of falling prices, 
a profit is produced that fails to show the full amount accruing to 
owners in view of sales activities plus the additional resources made 
available through lower cost inventory replacement. Lifo, on the other 
hand, by charging revenue with latest costs, avoids the recognition of 
“paper profit or loss” relating to inventories. This aspect of the meas¬ 
urement process may be illustrated as follows: 


Invi- vtoky 

Sai I s 

Uhk I 

I \imi 

Tl KCIIA'^l 

Ukk I 

Tiio 

PltOT IT 

I no 
I*roi Ti 

1 )()1 I AU (lAlV 
\l 1 h K 1 Ml 

1\ M I A( 1 MINI 

With Rising Prices: 
(Each unit) $10 

$15 

$12 

$5 

$3 

$3 

With Falling Prices: 
(Each unit) $10 

$12 

$8 

$2 

$4 

$4 


Under lifo, gains that are not recognized in a period of rising prices 
when inventory is replaced at higher costs receive recognition in a 
period of falling prices when inventory is replaced at lower costs. 
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While arguments for lifo as a means of achieving satisfactory in¬ 
come measurement are impressive, one must consider the deficiencies 
of this method as applied to the recognition of inventory position for 
balance sheet purposes. The lifo inventory value consists of an assem¬ 
bly of costs or “cost layers” for the oldest acquisitions, values that 
may differ materially from current costs. Such inventory values enter 
into the determination of working capital and may seriously distort 
this measurement. Inventory position is also a determinant of total 
assets and capital. Adoption of lifo in a period of rising prices results 
in inventory understatement, a practice that is normally rationalized 
as acceptable on conservative grounds; adoption in a period of falling 
prices results in the overstatement of inventories, and special action 
would normally follow to write down such balances to inventory re¬ 
placement cost. 

While last-in, first-out has been widely accepted in recent years, 
largely on the basis of its ability to smooth the profit curve, it is not 
the effects of a procedure but its merit as a means of sound measure¬ 
ment that should determine its acceptance. Depreciation, for example, 
could be recorded in accordance with the ability of revenue to absorb 
such a charge in smoothing the profit curve. Reserves could be estab¬ 
lished to “equalize” profits. Such practices would not lead to measure¬ 
ments of what actually took place: they would serve to obscure meas¬ 
urements and thus contradict the chief aim of accounting, to report 
faithfully what actually took place. 

Support for lifo must be found in its merit as a means of matching 
current costs against current revenue. However, those opposing lifo 
insist that it is actual costs, as best determined, that should be applied 
to revenue. This group suggests that after such measurements are 
developed and dollar changes are determined, these can be appropri¬ 
ately analyzed in arriving at conclusions concerning economic gain, 
changes in resources, and the availability of resources for continued 
operations and for distribution to owners. 

OTHER COST While the methods previously described for 

PROCEDURES arriving at cost are those most widely used, 

several other procedures are sometimes encountered and deserve 
mention. 


COST OF LATEST 
PURCHASES 


Sometimes merchandise on hand is valued at 
costs of the latest purchases regardless of 


quantities on hand. When the inventory consists largely of recent pur¬ 


chases, this method may give results closely approximating those ob- 
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tained through specific cost identification or first-in, first-out proce¬ 
dures, and such results are available with considerably less work. 
However, when major price changes have taken place and the quan¬ 
tities of goods on hand exceed the latest quantities purchased by 
material amounts, use of latest costs may result in serious cost mis¬ 
statement. 

SIMPLE AVERAGE OF Classes of goods are sometimes valued at a 

simple average of all of the costs for the period 
without regard to the number of units acquired on each purchase. 
With significant differences in quantities acquired, the disregard of the 
weight factors may result in the development of unrepresentative costs. 

BASE STOCK METHOD Some companies employ what is known as 

the base stock or normal stock method. This 
method assumes that a minimum stock is a requirement of the busi¬ 
ness; current purchases are means of satisfying current sales require¬ 
ments and hence their cost is properly applicable to revenues. The 
minimum or normal inventory is considered as a permanent element 
to be valued at a constant figure, frequently the lowest cost experi¬ 
enced for the stock. At the end of the period the quantity of goods 
on hand is determined. The base stock quantity is valued at the 
original base cost; an amount in excess of the base stock quantity is 
regarded as a temporary inventory accretion and is priced at current 
replacement cost; a shortage in the base stock quantity is viewed as an 
amount temporarily borrowed to meet sales requirements, the bor¬ 
rowing to be charged to sales at current replacement value in view of 
the cost to be incurred in restoring the inventory deficiency. To illus¬ 
trate, assume a base stock of 100,000 units at $1. The current replace¬ 
ment cost of such units is $1.60. An inventory consisting of 120,000 


units is valued as follows; 

Base stock 100,000 units («’ $1 00 .$100,000 

Add: 20,000 units (« 1 60 32,000 

Inventory value . $132,000 

An inventory consisting of 90,000 units would be valued as follows: 

Basestock 100,000 units ^ $1.00 $100,000 

Deduct: 10,000 units fe 1 60 16,000 

Inventory value. $ 84,000 
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The base stock is thus regarded as the equivalent of a permanent 
asset; operations are charged with the costs of replenishing and main¬ 
taining the normal stock. Results obtained through the base stock 
method are closely comparable with those obtained by the last-in, 
first-out method. Charges to revenue are those costs currently ex¬ 
perienced. The inventory, normally reported at the lowest value in 
the experience of the organization, may be materially understated in 
terms of current market. Use of the base stock method is not permitted 
for income tax purposes. 

STANDARD COSTS Manufacturing inventories are frequently re¬ 
ported at standard coats, vhich are renresent- 
ative, average, or ideal costs relating to the material, labor, and over¬ 
head elements found in the inventories. Differences between actual 
costs and standard costs that arise from extraoi’dinary items such as 
waste, inefficiencies, and idle time, are charged to revenue and ab¬ 
sorbed currently. Standard costs are developed by cai’eful analysis of 
production factors and experience. Standards should be reviewed at 
frequent intervals to determine whether they still offer reliable evalua¬ 
tions of manufacturing costs. Changes in current conditions will call 
for adjustment in the standards. 


COST APPORTION- Mention needs to be made of a special ac- 

counting problem that arises when different 
commodities are purchased tor one lump sum. 
Such purchase calls for the apportionment of the single cost to the 
units in some equitable manner. This cost apportionment should rec¬ 
ognize the utility made available by the different units. Ordinarily, 
the estimated sales value of the different units provides the best meas¬ 
ure of respective utilities, and accordingly cost is allocated on the 
basis of such estimated sales value. Such cost allocation is referred to 
as valuation by the relative sales value method. (’o.sts derived through 
apportionment in terms of sales price are charged to revenue as units 
are sold. To illustrate this procedure, assume the purchase by a realty 
company of 60 acres of land for $220,000. The costs of grading, land¬ 
scaping, streets, w'alks, water mains, lighting, and other improvements 
total $300,000. The property is divided into tw'o groups of lots as 
follows: 


Class A — 100 lots that are to sell for $1,500 each. 
Class B — 200 lots that are to sell for $2,500 each. 
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The total cost of the property, $520,000, is to be apportioned to 
the lots on the basis of their relative sales values. The cost allocation 
is made as follows: 


Class A lots, 100 at $1,500. $150,000 

Class B lots, 200 at $2,500. 500,000 


Total sales value of Class A and B lots. $650,000 

No. OF Cost Assignfd 
Total I>ots to Each Lot 

Cost apportioned to Class A lots: 

41^-kX $520,000 = $120,000 100 $1,200 

ooOjUUO 

Cost apportioned to Class B lots: 

$520,000= 400,000 200 $2,000 

boU,UUU - 

Total. $520,000 

The sale of lots of either class results in a constant gross profit of 
20% on sales. Sale of a Class A lot would be recorded as follows: 


Contracts Receivable . 1,500 

Real Estate — Lot A-56 . 1,200 

Gross Profit on Sale of Real Estate. 300 


When, in certain manufacturing organizations, accurate costs can¬ 
not be found for certain joint products, costs may be assigned in a 
manner similar to that just illustrated. The sales value of each product 
is determined, and the total production cost is then allocated according 
to the relative sales values of the respective products. For example, 
assume that the Adams Manufacturing Co. produces Products M and 
N jointly in one of its processing departments and cannot identify 
costs with individual products. A summary of manufacturing costs, 
units finished, and units sold during a period follows: 


Costs Units Completed Units Sold 


Material Cost — A. $15,000 Product M 10,000 6,000 @ $4.00 

Material Cost — B. 22,000 Product N 8,000 5,000 @ 8.50 

Labor. 26,000 


Manufacturing Expense. 12,600 

$75,600 


Cost apportionment is made on the basis of relative sale value of 
products as follows: 


Product M, 10,000 units @ $4.00. $ 40,000 

Product N, 8,000 units @ 8.50. 68,000 

Total market value of Products M and N . ..... $108,000 
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Cost apportioned to Product A: 

Total 

Units 

Unit Cost 

40,000 

108,000 ^ 

$28,000 

10,000 

$2.80 

Cost apportioned to Product B: 




108,000 ^ 

47,600 

$75,600 

8,000 

5.95 


Cost of goods sold and ending inventory costs for the two products 
would be as follows; 

('()MI>I,I.TrD ('()ST or (iOODS SOLD CNDINO INVENTORY HAI,\N(’F 

PniduitM 10,000 units fo 80 ■^28,000 units (« $2 80 «lb,800 4,000 units (n $2 80 $11,200 

iVodudN 8,000 units (o Sol 47,bOO 5,(K)0 units (a 5.95 20 750 >,000 umts (n 6.95 17,850 

i75,(.00 $4(),550 

QUESTIONS 

1. Why is so much importance attached to the satisfactory valuation of 
inventories? 

2. (a) What distinction is usually made between raw materials and 
factory supplies? (b) How would you recommend that these be reported 
on the balance sheet? 

3. (a) What are the three cost elements entering into goods in process 
and finishea goods? (b) What items enter into factory burden? 

4. (a) Describe the nature of a perpetual inventory system, (b) What 
purposes are served by such a system? (c) Does this system eliminate the 
need for physical inventories? Explain. 

5. (a) What items may be considered to compose the cost of raw material 
acquisitions? (b) Which of these items are normally included as a part of 
raw material cost for stores purposes? (c) Which of these are normally 
excluded? What disposition would be made of such items? Why? 

6. Distinguish between: (a) direct materials and indirect materials; 

(b) physical inventory and book inventory; (c) manufacturing direct costs 
and burden; (d) inventory valuation by fifo and lifo. 

7. (a) How does title passing affect the current sections of a balance 
sheet? (b) Distinguish between a purchase '‘f.o.b. destination'’ and a 
purchase ''f.o.b. shipping point." 

8. How would you suggest that each of the following items be reported 
on the accounting statements: 

(a) Manufacturing supplies. 

(b) Goods on hand received on a consignment basis. 

(c) Materials of a customer held for processing. 

(d) Goods received but without an accompanying invoice. 

(e) Goods in stock to be delivered to customers in subsequent periods. 


$29,050 
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(f) Goods in hands of agents and consignees. 

(g) Deposits with vendors for merchandise to be delivered in next period. 

(h) Goods in hands of customers on approval. 

9. State the effects of each of the following errors upon the accounting 
statements prepared for the current period and those prepared for the 
succeeding fiscal period: 

(a) Understatement of ending inventory through a miscount of goods on 
hand. 

(b) Understatement of ending inventory accompanied by failure to re¬ 
cord a purchase of goods on which title has passed. 

(c) Understatement of ending inventory accompanied by recognition of 
a transfer of goods to a consignee as a sale. (Goods remain unsold in 
the hands of the consignee at the end of each period.) 

10. State the effect of each of the following errors made by Fields, Inc., 
upon the balance sheet and the income statement (1) of the current period 
and (2) of the succeeding period: 

(a) The company fails to record a sale of merchandise on account; goods 
sold are excluded in recording the ending inventory. 

(b) The company fails to record a sale of merchandise on account; the 
goods sold are included, however, in recording the ending inventory. 

(c) The company fails to record a purchase of merchandise on account; 
goods purchased are included in recording the ending inventory. 

(d) The company fails to record a purchase of merchandise on account; 
goods purchased are not recognized in recording the ending inventory. 

(e) The ending inventory is understated as the result of a miscount of 
goods on hand. 

(f) The ending inventory is ov(‘rstated as the result of inclusion of goods 
held on a consignment basis and never recognized as a purchase. 

11 . The Alpha Co. records purchases discounts taken as income. The 
Beta Co. records purchases discounts lost as expense, (a) How does the 
accounting for purchase's for each company differ? (b) What are the argu¬ 
ments in favor of each j^ractice? (c) Which i)racti(*e‘ do you favor? Why? 

12. What objections can be raised to inventory valuation by specific cost 
identification procedures? 

13. Describe and give the arguments in supi)ort of each of the following 
inventory cost methods: (a) fifo, (b) average, (c) lifo. 

14. Compare the e^ffects of the use of fifo and lifo upon inventory valuation 
and upon net income measurement in a period of rapidly rising prices. 

15. Your client, R. J. Anderson, wishes to change from fifo to lifo, having 
heard that the lat ter method results in a lower profit figure for income tax 
purposes. What is your comment and recommendation‘s 

16. (a) Describe the base stock method (b) How does this method differ 
from inventory valuation by lifo? 

17. (a) Describe the valuation of inventories in terms of standard costs, 
(b) What precautions are necessary in the use of standards? 

18. Describe cost apportionment by the relative sales method. 
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EXERCISES 

1. Perpetual inventory records of the Wallace Co. show 1,000 units of 
Commodity A on hand at a cost of $1.15. An actual count of the units 
discloses only 850 on hand, (a) List possible reasons fo^ the discrepancy, 

(b) Give the entry that is made to record the discrepancy. 

2. The following errors are discovered at the beginning of 1954 in audit¬ 
ing the accounts of the Marshall Sales Corporation. Give the entry to 
correct each of the following errors, assuming that perpetual inventory 
records are not maintained: 

(a) The company failed to record a sale on account of $210 at the end of 
1953. The merchandise had been shipped and was not included in 
the ending inventory. The sale was recorded in 1954 when cash was 
collected from the customer. 

(^b) The company failed to recognize $400 due from a consignee as a re¬ 
sult of goods sold by this party at the end of 1953. The consignee had 
failed to report the sale of consigned goods and the company included 
goods of $260 relating to the consignment sale in goods on consign¬ 
ment. 

(c) The company failed to recognize a purchase on account of $1,350 at 
the end of 1953 and also failed to include the goods purchased in the 
ending inventory. The purchase was recorded when payment w^as 
made to the creditor in 1954. 

(d) The company failed to make an entry for a purchase on account of 
$60 at the end of 1953, although it included this merchandise in the 
inventory count. Th(‘ puichase was record('d when payment was made 
to the creditor in 1954. 

(e) The company overlooked goods of $360 in the physical count of goods 
at the end of 1953. 

^ The Whittier Co. buys all of its merchandise from the Elson Manu- 
acturing Co. and is allowed a trade discount of 15^;^- 10%“10% and a 
cash discount of Purchases during January are $60,000 before dis¬ 
counts. Two thirds of the merchandise acquired is sold in January. At 
what value should the ending inventory be reported if the cash discount 
is treated: (a) as a reductionJn purchases? (b) as other income? 

4. Transactions of the P>arlow Co. relating to goods purchased during 
December arc summarized below: 

(a) Purchases were $10,000, terms 2 10, n/30. 

(b) Accounts of $8,500 were paid, including accounts of $8,000 paid 
within the discount period on which discounts of $160 were received. 

Give the entries to record purchases and invoice payments in Decem¬ 
ber, assuming that: 

(1) Accounts are recorded at invoice price and purchases discounts earned 
are summarized in the accounts. 

(2) Accounts are recorded net and purchases discounts lost are summa¬ 
rized in the accounts. 

(3) Accounts are recorded at invoice price and purchases discounts lost 
are summarized in the accounts. 
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S, The Wilson Manufacturing Company record for Material No. 25A 
follows: 

Sept. 1 Balance 100 units at $10. $1,000 

10 Received 200 units at 9. 1,800 

20 Received 50 units at 12. 600 

28 Received 100 units at 11. 1,100 


At the end of the month, 150 units are on hand. Give the cost of the 
ending inventory, assuming that it is calculated by each of the following 
methods: (a) first-in, first-out, (b) weighted average, (c) last-in, first-out, 
(d) cost of latest purchases, (e) simple average of costs. 

6. Changes in Commodity X during January arc: 

Jan. 1 Balance 400 units (a) $5 Jan. 10 Sale 800 units (a) $10 

12 Purchase 200 units $6 Jan. 30 Sale 200 units $12 

28 Purchase 200 units @) $7 

(a) Assuming that perpetual inventories are maintained and that accounts 
are kept up to date currently, what is the cost of the ending inventory 
for Commodity X using: (1) fifo; (2) lifo; (3) average? 

(b) Assuming that perpetual inventories are not maintained and that 
a physical count at the end of the month shows 300 units to be on 
hand, what is the cost of the ending inventory using each of the three 
methods listed in part (a)? 

7. Nelson, Inc., uses the base stock method for inventory valuation. 
The base stock quantity and value for Commodity A is: 1,000,000 lbs. 
at $.05. 

(a) The inventory on December 31, 1953, consists of 1,150,000 lbs., and 
the replacement cost per lb. is $.0625. What value should be assigned 
to the inventory? 

(b) The inventory on December 31, 1954, consists of 910,000 lbs. and 
the replacement cost per lb. at this time is $.07. What value should 
be assigned to the inventory? 

8. The Graham Develoi)ment Company offers for sale lots in a tract of 
land that cost the company $50,000. Lots are classified as follows: 

Class No. of Lots Sales Price Per Lot 

Class A 10 $2,500 

Class B 20 1,500 

Class C 25 1,000 

One Class A lot and one Class C lot are sold. What entries would be 
made to record the sales if cost is determined by relative sales values? 

9. R. T. Roper, a dry goods dealer, purchased a job lot of 6,200 yards 
of bolt goods for $600. Upon receipt of the goods, he selected the 1,600 
yards of best quality and priced them at 25c per yard; 3,000 yards of av¬ 
erage grade were priced at 15c per yard; 1,000 yards of the lowest grade 
were priced at 12c per yard; and the remaining 600 yards of small rem¬ 
nants were marked at 5c per yard. The next periodic inventory showed 
400 yards of the 25c goods and 2,000 yards of the 15c goods on hand; all 
other goods had been sold. At what cost should the inventory be shown? 
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S-lj^he Bloom Co. adjusted and closed its books at the end of 1953, the 
^timmary of 1953 activities showing a loss of $1,215. The following errors 
relating to 1953 are discovered upon an audit of the books of the company 
made in March, 1954: 

(a) Merchandise, cost $1,650, was recorded as a purchase at the end of 
1953 but was not included in the ending inventory since it was re¬ 
ceived on January 9, 1954. 

(b) Merchandise, cost $315, was received in 1953 and included in the end¬ 
ing inventory; however, the entry recording the purchase was made 
on January 4, 1954, when the invoice was received. 

(c) 500 units of Commodity Z, costing $6.15 per unit, were recorded at a 
per unit cost of $1.65 in summarizing the ending inventory. 

(d) Goods in the hands of a consignee costing $6,000 were included in 
the inventory; however, goods costing $l,450^ad been sold as of 
December 31, and the sale was not recorded until January 31 when 
the consignee made a remittance of $1,750 on this item. 

(e) Merchandise, cost $368, sold at $490 and shipped on December 31, 
1953, was not included in the ending inventory; however, the sale was 
not recorded until January 12, 1954, when the customer made pay¬ 
ment on the sale. 

Instrnctioni^: (1) Calculate the corrected profit or loss foi 1953. 

(2) Give the entries that are required in 1954 in correcting the accounts. 


8-2. The Wallace Corp. record of merchandise follows: 


December 1 

(Inventory 

2,000 units (a) $5 00 

7 

Purchase 

5,000 units (d^ 6 00 

15 

T^urchase 

3,500 units ((i) 6 50 

21 

Purchase 

4,000 units 6 00 

30 

Purchase 

2,000 units @ 6 50 


Sales for December totaled 14,000 units. 

Indructioris: Calculate the cost to be assigned to the ending inventory 
by each of the following nethols: (a) fifo; (b) lifo; (c) weighted average. 

8-3. The record of Commodity K for the Aaron Manufacturing Co. shows: 


Balance: January 1 

Purchases: January 3 
12 
24 

Sales: January 2 

18 
29 


400 units at $21 00 
450 units at 21 50 
150 units at 22 50 
100 units at 21 50 
300 units at 27.50 
250 units at 28 00 
100 units at 29 50 


Instructions: Calculate the inventory balance and the gross profit on 
sales for the month on each of the following bases: 

(1) First-in, first-out. Perpetual inventories are maintained and costs 
are charged out currently. 

(2) First-in, first-out. No book inventory is maintained. 

(3) Last-in, first-out. Perpetual inventories are maintained and costs are 
charged out currently. 

(4) Last-in, first-out. No book inventory is maintained. 

(5) Moving average. Perpetual inventories are maintained. 

(6) Weighted average. 
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8^4 ^he Coler Co. records report sales and purchases of Article M as 
^W!6ws: 


Purchases Sales 


Units Unit Cost Units 

January 6. 100 

January 7. 200 $ 4.20 

January 10. 150 

January 12 . 100 4.35 

January 15 200 

January 20 . 200 4.40 

January 27 100 


Article M inventory on hand on January 1 consisted of 300 units that cost 
$1,215. 

Instructions: Calculate the cost of goods sold for January and the cost of 
the ending inventory balance assuming use of: 


(1) The first-in, first-out basis. 

(2) The last-in, first-out basis, costs calculated at time of sale. 

(3) The last-in, first-out basis, costs calculated at end of month. 

(4) Weighted moving average basis, costs calculated at time of sale. 

(5) Weighted average basis, costs calculated at end of month. 


8-5. The Browning Store sells a single commodity. Purchases, sales, and 
expenses for January, February, and March are summarized below: 

Purchases 


January 1 15. 

16-31. 
February 1-15. 

16 28. 
M arch 1 15 
16-31. 


January.. 
February 
March... 


Units Cost Per Unit 

1,500 $ 6.00 

1,300 6.50 

2,000 6.50 

1,000 7.00 

1,000 6.25 


Operating 
Sales Expenses 



Sales Price 


Units 

Per Unit 


2,000 

$ 8.50 

$ 3,700 

2,200 

9.00 

4,100 

1,500 

9.10 

2,950 


Instruclions: Prepare a comparative income statement summarizing 
operations for the months of January, February, and March for each case 
below: 

(1) Assume that monthly inventories are calculated at cost on a first-in, 
first-out basis. 

(2) Assume that monthly inventories are calculated at cost on a last-in, 
first-out basis. 

(3) Assume that monthly inventories are calculated at cost on a weighted 
average basis, (Unit costs are calculated to the nearest cent.) 
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8-6. The Belmont Manufacturing Co. manufactures a single commodity. 
A summary of its activities for 1953 follows: 



No. of LTnits 

Amount 

Sales. 

30,000 

$ 174,000 

Raw Materials Inventory 1/1. 

16,000 

Goods in Process Inventory 1/1 . 


20,000 

Finished Goods Inventory 1/1. 

6,000 

24,000 

Raw Materials Inventory 12/31. 

12,000 

Goods in Process Inventory 12/31. 


25,000 

Finished Goods Inventory 12/31. 

8,000 


Raw Materials Purchases . 


64,000 

Direct Labor. . 


45,000 

Manufacturing Expenses 


36,000 

Selling, General, and Administrative 
Expenses.. . 


20,000 


Jyiairuclions: (1) Prepare a schedule summarizing the cost of goodb manu¬ 
factured for the year. Indicate on the schedule the number of units completed 
for the year and the cost per unit of goods finished. 

(2) Prepare an income statement for the year on each of the following 
assumptions relating to the transfer of cost from linished goods to cost of 
goods sold: (a) first-in, first-out, (b) last-in, first-out, (c) w^eighted average. 

8-7. The Erdman Manufacturing Company produces one principal prod¬ 
uct. The income from sales of this product for- the year 1953 is expected 
to be $200,000. Cost of goods sold will be as follows: 


Materials used . $ 40,000 

Direct labor 60,000 

Fixed overhead. 20,000 

Variable overhead. 30,000 


The company realizes that it is facing rising costs and in December is 
attempting to plan its operations for the year 1954. It is believed that if 
the product is not redesigned, the following results will be obtained: 

Material prices will average 5^! higher and rates for direct labor will 
average 10% higher. Variable overhead will vary in proportion to direct 
labor costs. If sale price is increased to produce the same rate of gross 
profit as the 1953 rate, there will be a 10% decrease in the number of units 
sold in 1954. 

If the product is redesigned according to suggestions offered by the 
sales manager, it is expected that a 10% increase can be obtained in the 
number of units sold with a 15% increase in sale price per unit. However, 
change in the product would involve several changes in cost. 

A different grade of material would be used, but 10% more of it would 
be required for each unit. The price of this proposed grade of material 
has averaged 5% below the price of the material now being used, and that 
5% difference in price is expected to continue for the year 1954. Redesign 
would permit a change in processing method enabling the company to use 
less-skilled workmen. It is believed that the average pay rate for 1954 
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would be 10% below the average for 1953 because of that change. How¬ 
ever, about 20% more labor per unit would be required than was needed 
in 1953. Variable overhead is incurred directly in relation to production; 
it is expected to increase 10% because of price changes and to increase an 
additional amount in proportion to the change in labor hours. 

Instructions: Assuming the accuracy of these estimates, prepare state¬ 
ments showing the prospective gross profit if: 

(1) The same product is continued for 1954. 

(2) The product is redesigned for 1954. (A.I.A. adapted) 

8-8. During a certain period, the Perfect Plate Glass Co. cast and rolled 
about 850,000 square feet of glass. The product, after cutting up in order 
to eliminate defects, was priced for sale as follows: 


Size No. 1. 28 cents per square foot 

Size No. 2. 24 cents per square foot 

Size No. 3. 22 cents per square foot 

Size No. 4. 20 cents per square foot 

Size No. 5. 14 cents per square foot 

Size No. 6. 5 cents per square foot 


Any product below No. 6 was returned to process and remelted. 


As may be seen, the selling price for a given quality varied with the 
size, the largest perfect sheets selling for the highest price per square foot. 


The total cost of materials, manufacture, grinding, ])olishing, cutting, 
and sorting, including factory expense, was $120,807. 


The inventories, in square feet, were: 

Opening Closing 


Size No. 1.► 10,000 12,860 

Size No. 2. 11,000 

Size No. 3. 10,000 23,000 

Size No. 4. 6,000 

Size No. 5. 

Size No. 6. 2,000 


The sales, at list selling prices, were: 


Size No. 1 
Size No. 2 
Size No. 3 
Size No. 4 
Size No. 5 
Size No. 6 


$ 30,240 
36,480 
35,376 
21,100 
9,030 
2.300 


Instructions: Calculate in detail and in total the value of the ending 
inventory. Assume that manufacturing costs are assigned to products ac¬ 
cording to their relative sales value. (A.I.A. adapted) 
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INVENTORY VALUA- Changes in the market may result in a cur- 
MARKET, ^IcHEVER productive or replacement cost for in¬ 
is LOWER ventories that is less than original acquisition 

cost and may suggest sales prices that are less than those that were 
anticipated on the original purchase of goods. Such circumstances are 
considered to justify departures from cost and the use of such lower 
replacement values in inventory valuation. Recognition of inventory 
declines in inventory pricing identifies the loss with the period in which 
it was incurred; goods are reported at a value that measures the con¬ 
tribution carried into the next period, a cost that may be assigned to 
revenue of the future without committing the future to a loss upon the 
sale of the inventory. This practice is referred to as aluation at “cost 
or market, w'hichever is lower,” or valuation at “the lower of cost or 
market.” 

Replacement cost or market is generally interpreted to be the pres¬ 
ent expenditure required for the acquisition or the reproduction of the 
goods. Such cost would imply all acquisition elements u.sually asso¬ 
ciated with cost. The Revenue Act supplies the following definition: 
“Upon ordinary circumstances and for normal goods in inventory, 
‘market’ means the current bid price prevailing at the date of inven¬ 
tory for the particular merchandise in the volume in which it is usually 
purchased by the taxpayer.” 


LIMITATIONS IN Certain limitations have been recommended 

ARRIVING AT establishing a replacement cost or market 

for the purpose of arriving at a valuation in 
terms of the lower of cost or market. The Committee on Accounting 
Procedure of the American Institute of Accountants suggests the 
following: 


As used in the phrase‘'lower of cost or market/* the term “market** 
means current replacement cost (by purchase or by reproduction, as 
the case may be) except that: 


(1) Market should not exceed the net realizable value (i.e., estimated 
selling price in the ordinary course of business less reasonably 
predictable costs of completion and disposal) and 

943 
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(2) Market should not he less than net realizable value reduced by an 
allowance for an approximately normal profit margin.^ 

The foregoing sets a ceiling for the market value to be used at sales 
price less costs of completion and disposal and a floor for such market 
at sales price less both the costs of completion and disposal and the 
normal profit margin. The ceiling limitation is necessary because, re¬ 
gardless of the apparent replacement cost, the inventory should not be 
valued at more than its net realizable value, that is, the estimated 
selling price less the cost of completion and disposal; failure to observe 
such limitation would result in charges to future periods in excess of 
the utility carried forward and ultimate loss on the sale of the inventory. 
The floor limitation is necessary because, regardless of the apparent 
replacement cost, there is no need to value an inventory at less than 
the net realizable cost minus a normal profit; valuation at the floor 
still assures the recognition of a normal profit on the sale of the inven¬ 
tory in future periods. 

To illustrate the application of the foregoing, assume the following 
for the sale of a certain commodity: 

Selling expense $20 

Normal profit 15 

Assuming estimated .sales price, cost, and replacement cost as in¬ 
dicated below, the lower of cost or market as limited bv the foregoing 
concepts is found in each case as follows: 



f HPIMA 1 F I> 
Sai I H 

PUK f 

1 

Makki 1 


I OW F K OF 
( OMl Olt 

Makki t* 

1 

( OHl 

1 I oou 

(1 stun it« (1 Sil(8 Ptki I 

I (ss S limp: 1 xptnsts 
iind Nnrnuil Profit) 

( I 11 INti 

1 (I stiniittd S lies 

Pn(( 1 ms Sdlmj, 

1 s) 

Rf H At 1 

Ml \1 
( OSl 

(a) 

7") 

50 

40 

55 

60 

50 

(b) 

7") 

50 

40 

55 

45 

45 

(c) 

7") 

50 

40 

55 

T) 

40 

(d) 

O') 

50 

30 


55 

45 

(e) 

65 

50 

30 

45 

40 

40 

(f) 

65 

50 

^0 

45 

25 

30 


*The value underlined is the value that is applicable for purposes of the cost 
or market determination 


(a) The cost is less than the replacement cost; it is also less than the net 
realizable value $(75 —$20); therefore the cost price is used. 

(b) The replacement cost is les*^ than the cost; also the replacement cost 
is less than the realizable value ($75 - $20) and is more than the realizable 
value minus a normal profit margin ($75 - $20 - $15); therefore the replace¬ 
ment cost is used. 

^Actonviinq Research Bulletin No, 29, “Inventory Pricing,’* July, 1947 (New York, 
American Institute of Accountants), p. 239. 
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(c) The replacement cost is less than the cost; but the replacement cost 
is also less than the realizable value minus the normal profit margin ($76 - 
$20 - $15); therefore the market value is considered to be $40, the realizable 
value less the normal profit margin. The replacement cost of $35 is actually 
less than the known value of the asset to the business, hence the higher value 
is used. 

(d) The net realizable value ($65 - $20) is less than either the replace¬ 
ment cost or the cost. As the market value should not be considered more 
than the net realizable value, this value is used. 

(e) and (f) These cases are the same as (b) and (c) respectively. 


of fho lower of cost or market is nor- 
OR MARKET PRO- mally applied to each inventory item in amv- 
CEDURE jjjg |.}jg inventory valuation. Under certain 

circumstances, application of this rule to major inventory groupings or 
to the inventory as a whole may be considered to offer sufficiently 
conservative valuation. For example, assume that balanced stocks of 
raw materials are on hand, some of which have gene down and others 
up. When such raw materials are used as components of a single fin¬ 
ished product, a loss in the value of certain materials may be considered 
to be counterbalanced by the gains that are found in other materials, 
and the lower of cost or market as applied to this category as a whole 
may provide an adequate measure of the utility of the goods. The 
illustration below shows the use of the valuation procedure of cost or 
market, whichever is lower, as applied to (1) individual inventory 
items, (2) independent sections of the inventory, and (3) inventory as 
a whole. 


Material A 
Material B 
Material C 


Goods in Process A. 
Goods in Process B. 


Finished Goods A 
Finished Goods B.. 





Totals 

rOHT OR MaRKFT 
WiiicHi'VrK Is Lowfr 

Quan- 

Umt 

COHI 

Marki I 



(1) 

If Applied 
to Indi- 
\idual In- 
M'ntorv 
Items 

(2) 

If Applied 
to Inven¬ 
tory 
Hections 

(5) 

If Applied 
to Inven¬ 
tory as 
a Whole 



( OHT 

Makki I 

4,000 

5,000 

2,000 

$1 20 
50 

1 00 

$l 10 
40 

1.10 

$ 4,800 
2,500 
2,000 

$ 4,400 
2,000 
2,200 

$ 4,400 
2,000 
2,000 






$ 9,300 

$ 8,600 


$ 8,600 


10,000 

12,000 

1 60 

1 00 

1 40 

1 20 

$16,000 

12,000 

$14,000 

14,400 

14,000 

12,000 






$28,000 

$28,400 


28,000 


3,000 

2,000 

2 00 

1 50 

1 70 

1 60 

$ 6,000 
3,000 

$ 5,100 
3,200 

5,100 

3,000j 






$ 9,000 

$ 8,300 


8,300 





$46,300 

$45,300 



$45,300 






$42,500 

$44,900 

$45,300 


Inventory Valuation 
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In valuing manufacturing inventories, raw materials declines are 
applicable to the raw materials inventory and also to raw materials 
found in goods in process and finished goods. Goods in process and 
finished goods valuations are also affected by declines in labor and 
overhead costs; but declines in the latter costs are usually ignored 
when relatively minor. 

The method that is chosen for application of the rule of cost or 
market, whichever is lower, should be applied consistently on successive 
inventory valuations. A reduced market value assigned to goods at 
the end of a period is considered its cost for purposes of inventory 
valuation in subsequent periods; cost reductions, thus, would not be 
restored in subsequent accountings. 


EVALUATION OF Inventory valuation at the lower of cost or 

market is advocated on the grounds that it is 

MARKET PROCEDURE . «• ii 

a conservative measure m support of the 
doctrine that the accountant should anticipate no profits but should 
provide for all losses. But a number of objections are raised to this 
valuation procedure. It has been charged that such valuation produces 
inconsistencies in the measurements of both the position and the prog¬ 
ress of the enterprise. Market decreases are recognized; increases are 
not. With changes in the direction of raai’ket prices, a cost or market 
valuation at the end of one year may be followed by a strictly cost 
valuation the next. Furthermore, serious income distortions may 
emerge from assumptions as to a lower future market that fail to ma¬ 
terialize. To illustrate, assume that activities summarized in terms 
of cost w ould provide the following results over a three-year period: 


Sales 

Cost of goods sold: 
Beginning inventory 
Purchases 


Less ending inventory 

Gross profit 
Expenses 

Net income 

Rate of income to sales 


$> 00,000 


$J25,000 


$250,000 


$ 00,000 
120,000 


$ ^ 0,000 
160,000 


$127,500 

90,000 


$lh0,000 $240,000 $217,500 

S0,000 100,000 127,500 112,500 92,500 125,000 


$100,000 

80,000 


$112,500 

90,000 


$125,000 

100,000 


Assume, now, that estimates as to the future utility of ending in¬ 
ventories suggested market values as follows: 


$ 75,000 


$ 110,000 


$ 92,600 
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Use of the lower of cost or market for inventory valuation would 
provide the following periodic results: 

19')2 19'):5 1954 


Sale<! . . $200,000 $225,000 $250,000 

Cost of goods sold: 

Beginning inventory $ 60,000 $ 75,000 $110,000 

Purchases 120,000 160,000 90,000 

$iso,ooo $2:r),ooo $200,000 

Less ending inventory 75,000 10'),000 110,000 125,000 92,500 107,500 


Gross profit ... $ 95,000 $100,000 $142,500 

Expenses . 80,000 90,000 100,000 


Net income . $ 15,000 $ 10,000 $ 42,500 

Rate of income to sales .... 7 5% 4 4% 17 0% 


Reduction of inventories below cost serves to reduce the profit of 
the period in which the reduction is made and to increase the profit of 
the subsequent period. In the examples just given, total profit for the 
three-year period is the same under either set of calculations. But 
the reduction of inventories to lower market values as a result of re¬ 
duced sales prices anticipated for 1958 and 1954 served to reduce the 
incomes for 1952 and 1953 and to increase the income for 1954. The 
fact that inventory cost reductions were not justified resulted in profit 
determinations that varied considerably from those that might reason¬ 
ably be expected to obtain fi'om a trend of increasing sales and costs 
that normally vary with sales volume. Application of the valuation 
procedure of cost or market, whichever is lower, calls for analysis of 
underlying conditions and care in the determination of the values to 
be used. 

APPLICATION OF If beginning and ending inventories are re- 

MARKET IN THE ported on the income statement at amounts 

ACCOUNTS that are less than cost as a result of inventory 

pricing at cost or market, whichever is lower, the cost of goods sold 
determination will reflect both the cost of goods sold and the effects of 
the recognition of fluctuations in inventory replacement values. Two 
procedures are available in developing operating data so that the results 
of normal activities and the effects of market fluctuations in inventory 
values may be separately set forth. One procedure calls for the periodic 
recognition of the effect upon proflts of an ending inventory reduced 
to a lower valuation. A second procedure calls for the periodic recogni¬ 
tion of the effect upon profits of both beginning and ending inventories 
stated on a basis that is less than cost. The illustration that follows 
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shows the effects of failure to distinguish between operating and market 
factors as compared with use of the alternate procedures indicated 
above. Assume ending inventories as given at the top of page 249. 


Failure to Recognize Separately Effects 
of Fluctuations in Inventory Value 


December 31, 1953: 

Entries to record ending inventory. 

1 

Merchandise Inventory.... 
Profit and Loss. 

. 52,000 

52,000 

Income statement for year 1953: 

Sales 

Cost of goods sold: 

Beginning inventory 

Purchases 


50,000 

130,000 

240,000 

Cost of goods available for sale 

Deduct: Ending inventory 

(lower of cost or market).., 

180,000 
. 52,000 

128,000 

Gross profit 

Operating expenses 



112,000 

100,000 

Deduct: Loss on reduction of in¬ 
ventory to market 




Net income 



12,000 

December 31, 1954: 

Entries to close opening inventory. 

Profit and Loss. 

Merchandise Inventory. 

52,000 

52,000 

Entries to record ending inventory. 

Merchandise I nventory.... 
Profit and Loss. 

. 70,000 

70,000 

Income statement for year 1954: 

Sales 

Cost of goods sold: 

Beginning inventory 

Purchases 

1 

(lower of cost or market).., 

. 52,000 

163,000 

280,000 

Cost of goods available for sale 

Deduct: Ending inventory 

(lower of cost or market).. 

213,000 
. 70,000 

145,000 

Gross profit 

Operating expenses 



135,000 

100,000 

Deduct: Loss on reduction of in¬ 
ventory to market 

Add: Gain arising from adjustment 
in inventory allowance to 
reflect inventory at lower 
of cost or market 




Net income 



85,000 
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December 31, 1953 December 31, 1954 


Cost 

Lower of cost or market 


$60,000 

52,000 


$75,000 

70,000 


Separate Recognition of Inventory Fluctuations 


(Jj 

Recognition of Loss 
in Kn^bn" In\cntorv 

Merchandise Invmtorv 52,t 

Loss on Redudion of In- 
ventorv to Market 8,0 

Profit and Loss 


Recognition of Effect of Fluctuations on 


Merchandise Inventory 
Profit and Loss 


60,000 Loss on Fteduc^ion of In¬ 
ventory to Market 
Allowance for Inventory 
Decline to Market 


M ),0 )0 I 

1 10,000 

ISO,000 ^ 

( ost) 60,000 1.0,000 

120.000 
100 000 
20,000 


Profit and Loss 
Merchandise In\( ntor\ 

Mirchindise Tnvcntor\ 

1 0 s on Rcduc tion ol In- 
ventory to Market 
Profit and Loss 


lower of cost or m ii k 


Prolit ind IjOss 
M erch indise Inventory 

Merchandise Inventory 
Profit and Loss 

Allowance for Inventory 
l)c (line to Markc t 
Gain Arising from De¬ 
crease m Alio AT nice Ro- 
(luircinent Reducing In- 
\entorv to Lower of Cost 
or Mirket 


52,000 

161,000 

215,000 

(cost) 7:),000 HO,000 

1 40,000 
100,000 
40,000 


60,000 

60,000 

8,000 

8,000 


240,000 

50,000 

110,000 


180,000 

60,000 

120,000 


120,000 

100,000 

20,000 


8,000 

12,000 
- M 

60,000 

75,000 

60,000 

75,000 

3,000 

3,000 


280,000 

60,000 

161,000 


221,000 

75,000 

148,000 


132,000 

100,000 

32,000 


35,000 


3,000 

35,000 
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In the first example, cost of goods sold each year reflects both 
goods sold and the effects of inventory declines. In the second example, 
the ending inventory for each year is reported on the basis of cost, 
and the decline identified with this balance receives separate recogni¬ 
tion. Beginning inventories are reported in terms of the inventory cost 
utility carried into the current period, a lower of cost or market value 
for a preceding period thus being used as the beginning cost in measur¬ 
ing cost of goods sold. In the third case above, cost of goods sold is re¬ 
ported in terms of original cost. Inventory fluctuations are screened 
out of this section and the net effect of such fluctuations in beginning 
and ending inventories is reported separately as a loss or a gain. An 
inventory valuation account is adjusted periodically to the balance 
that is required in bringing the ending inventory down to a lower of 
cost or market basis. Declines in an ending inventory that exceed 
those identified with a beginning balance call for an increase in the 
valuation account and a charge to a loss account; declines in an ending 
inventory that are less than those identified with a beginning balance 
call for a decrease in the valuation account and the recognition of a 
gain arising from the changed allowance I'equirement. 

One frequently finds inventories valued at the lower of cost or mar¬ 
ket with no separate analysis of the effect of inventory fluctuations in 
the accounts as in (1) above. Such practice, while it may involve some 
distortion, is normally the most convenient procedure. Periodic recog¬ 
nition of the loss on the ending inventoi y as in (2) above offers a satis¬ 
factory approach to matching sales with the costs that may be con¬ 
sidered applicable thereto while providing a separate analysis of current 
market declines. The allowance procedure with recognition of the net 
effect of inventory piice fluctuations, method (B) above, finds support 
on the following grounds: 

(1) Price fluctuations relating to the inventory of both the prior year and 
the current year are fully removed from the cost of goods sold section. 
This may be considered of particular favor when reductions in in¬ 
ventory replacement values are not necessarily followed by reductions 
in inventory sales prices; sales is charged with a beginning inventory 
at cost. 

(2) When a system of perpetual inventories is maintained, recognition 
of only the net periodic fluctuations and their reflection through the 
valuation account avoids the need for detailed changes in subsidiary 
inventory records. 


DETERIORATED 
GOODS, TRADE-INS, 
REPOSSESSIONS 


A decline in market conditions may not be 
the only factor suggesting the use of values 
that are less than cost for inventories. There 


may be merchandise items that are deteriorated, obsolete, damaged. 



Ch. 9] ‘ INVENTORIES —SPECIAL VALUATION PROCEDURES 251 

or shopworn, and other goods obtained as trade-ins or repossessions 
and in second-hand condition. It may be desirable to value such goods 
at their net realizable value, that is, their estimated sales value less 
the costs to be incurred in their sale, or on an even more conservative 
basis, at such realizable value less the normal profit margin that is 
realized on sales. Inventory values carried into future fiscal periods, 
then, are related to the utility of the goods carried forward. When the 
cost shrinkages mentioned above are significant, they should not be 
buried in the cost of goods sold section but preferably should be re¬ 
ported under appropriate expense headings. 

LOSSES ON PURCHASE Commitments are frequently made for the 
COMMITMENTS future purchase of goods at fixed prices. 

When price declines take place subsequent to such commitments, 
losses should be recognized currently in the same manner as losses 
related to goods on hand. Losses are thus assigned to the period in 
which the decline took place, and future periods are charged with no 
more than the utility they receive. Current loss recognition would not 
be appropriate in those instances where commitments provide for 
price adjustments, where hedging serves to prevent possible losses, or 
where declines do not suggest corresponding sales price reductions. 


VALUATION AT In some instances, parts of an inventory are 

MARKET recorded at sales price less cost to sell even 

though this may exceed cost. Such valuation must be regarded as 
exceptional treatment since gains are anticipated prior to time of sale. 
Valuation at sales price less selling costs can be justified only when it 
is a regular trade practice and arises from either (1) certain market 
conditions that make possible the immediate sale of inventories at the 
assigned values, or (2) a ready market plus inability to arrive at reason¬ 
able assignments of costs. For example, inventories such as gold, silver, 
and certain other metals may be accorded this exceptional treatment 
in view of their immediate marketability at a fixed market price. 
Similar treatment may be accorded a farmer’s inventory in view of 
the difficulty of arriving at a satisfactory cost. 

It may be pointed out that the Committee on Accounting Pro¬ 
cedure of the American Institute of Accountants in Bulletin No. 29 
on “Inventory Pricing” sanctions the departure from cost and the 
recognition of realizable values in the accounts for the special instances 
mentioned. 1 Departures from cost are also accepted for tax purposes 

^Accounting Research Bulletin No. 29, “Inventory Pricing,” July, 1947 (New York: 
American Institute of Accountants), p. 239. 
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in special cases. For example, dealers have been permitted to report 
inventories in the form of securities, cotton, grain, and other commodi¬ 
ties at cost, the lower of cost or market, or at market value. The 
method elected must be used each period. In the case of farmers, the 
farm-price method is accepted for tax purposes; this method provides 
for inventory valuation in terms of cun-ent market price less direct 
costs of marketing. The farm-price method, if adopted, must be applied 
consistently to the entire inventory with the exception of livestock. 
In the case of the latter inventory, the uml-livefilock-price method may 
be used. This is an adaptation of the standard cost method, providing 
for a classification of animals and the application to each class of a 
standard unit price representing the normal costs of production. For 
example, if a cattle raiser estimates a cost of $75 to produce a calf and 
$50 a year to raise the calf to maturity, animals would be classified 
and valued as follows: calves, $75; yearlings, $125; two-year olds, $175; 
mature animals, $225. 


UNCOMPLETED _ A special valuation problem is encountered 

RECOGNITION BASED m those instances where a contractor engages 
COMPLITION^^ certain construction work I'eq uiiing months 

or perhaps years for completion and such 
projects are found in various degi'ees of completion at the end of the 
contractor’s fiscal period. The contractor may carry such “goods in 
process” at cost until date of completion, deferi-ing any recognition of 
profit on the contract until it is completed and formally accepted by 
the purchaser and the full profit can be calculated. On the other hand, 
there is strong support here for a valuation procedure that will enable 
the contractor to accrue the profit over the life of the contract in some 
equitable and systematic manner. For exam])le, as.iumo the construc¬ 
tion of a ship over a period of three years, (^osts of construction are 
$850,000; the contract price is $1,000,000. If the profit recognition is 
to await completion and delivery, the third year w ill receive full recog¬ 
nition of the profit of $150,000 even though only a small part of the 
earnings may be attributable to productive effort in this pci iod. Pre¬ 
vious periods receive no credit for their pjoducf ive efl’orts; as a matter 
of fact, they may have been penalized through the absorption of celling, 
general and administrative, and other overhead costs relating to con¬ 
struction in progress but not considered chargeable to the construction 
inventory balance. A means of identifying the profit here with the 
periods that were responsible for its ultimate realization might well be 
sought. 
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A satisfactory approach to periodic profit recognition on long-term 
construction contracts is usually achieved by use of the percentage of 
completion method. Estimates of the percentage of completion of a 
project are obtained from qualified engineers and architects. Such 
estimates are applied to total contract price, and costs incurred to date 
are subtracted from estimated revenue in arriving at current earnings. 
Instead of arriving at estimates of completion by reference to the work 
done, the degree of completion is frequently developed by comparing 
costs already incurred with the total estimated costs involved in the 
project. The percentage that costs incurred bear to total estimated 
costs is applied to the estimated net profit on the project in develop¬ 
ing an estimated net profit realized to date. To illustrate the latter 
approach, assume a contract for the construction of a dam to take place 
over a two-year period commencing in September, 1952, at a contract 
price of $750,000. Summaries of construction progress and the esti¬ 
mated profit calculated on a degi-ee of completion basis for each year 


follow^: 

1952: Contract price . $750,000 

Less estimaled cost: 

Cost to date . $ 50,000 

Anticipated cost to complete project. .. . 550,000 600,000 


Estimated profit. $150,000 


Estimated profit—1952: 

50,000/600,000 X $150,000. $ 12,500* 


1953: Contract price . $750,000 

Less (‘stimated cost: 

(^ost to date. $450,000 

Anticipated cost to complete. 175,000 625,000 


Estimated profit. $125,000 


Estimated profit to date: 

450,000/625,000 X $125,000. $ 90,000 

Less profit recognized in 1952. 12,500 


Estimated profit—1953 . $ 77,500 


same estimated profit is developed if the relationship of costs 
incurred to total estimated costs is applied to the total contract price 
in arriving at the contract price considered earned, and this balance is 
then reduced by costs incurred to date. Calculations in the example 
would be; 

Contract price considered earned; 50,000/600,000 X $750,000 $62,500 

Cost to date . 50,000 


$12,500 


Estimated profit —1952 
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1954: Contract price. $ 750,000 

Less total cost; 

Cost of prior periods. $ 450,000 

Current cost to complete. 167,500 617,500 

Profit on construction. $ 132,500 

Less profits recognized to date ($12,500 + 

$77,500) . 90,000 

Estimated profit—1954. $ 42,500 


In the above example, the deferral of profit recognition until project 
completion would have resulted in a profit of $132,500 in 1954. Recog¬ 
nition of profits on the basis of degree of completion is compared with 
recognition of profits only upon project completion in the series of 
entries below based upon the facts in the example just given. 


Periodic Profit Recognition in Profit Recognition Only Upon 
Transaction Terms of Degree of Completion Project Completion 


1952: 

Costs of con¬ 
struction. 


Construction 
in Process .. 
Materials, 
Cash, etc.. 


50,000 

50,000 


Construction 

in Process. 

Materials, 
Ca.sh, etc.... 


50,000 

50,000 


Advances from 
customer on con¬ 
tract. 


Cash. 60,000 

Customer 

Advance.s .... 60,000 


Cash. 60,000 

Customer 

Advance.s 60,000 


Recognition of 
profit for year 


Construction 

in Process. 12,500 

Recognized Prof¬ 
it on Long-Term 

Construction ... 12,500 


1963: 

Costs of con¬ 
struction. 


Construction 
in Process .. 
Materials, 
Cash, etc. 


400,000 

400,000 


Construction 

in Process. 

Materials, 
Cash, etc.... 


400,000 

400,000 


Advances from 
Customer on Con¬ 
tract 


Cash. 425,000 

Customer 

Advances 425,000 


Cash. 425,000 

Customer 

Advances_ 425,000 


Recognition of 
profit for year 


Construction 

in Process. 77,500 

Recognized 
Profit on Long- 
Term Con¬ 
struction . 


1954: 

Costs of con¬ 
struction in com- 

n]pt.in«T pontnu't. 


Construction 

in Process . 167,500 

Materials, 

Cash, etc. 


77,500 


Construction 
in Process. .. 
Materials, 
Cash, ptc. 


167,500 

167,500 


167.500 
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Periodic Profit Recognition in Profit Recognition Only Upon 
Transaction _Terms of Degree of Completion_Project Completion 


Completion of 
contract: 

(a) Recognition of 
profit for year. 

Construction 
in Process 
Recognized 
Profit on Long- 
Term Con¬ 
struction 

42,500 

42,500 

Construction 

in Process .. 132,500 

Profit on 

Construction.. 

132,500 

(b) Advances in¬ 
cluding payment in 
settlement. 

Cash 

Customer 

Advances 

265,000 

265,000 

Cash . 265,000 

Customer 

Advances 

265,000 

(c) Transfer of 
completed projects 

Customer 
Advances 
Construction 
in Process 

750,000 

750,000 

' Customer 

Advances 750,000 

Construction 
in Process 

750,000 


It should be observed that the practice of recoppizing a profit on a 
job still in process is a departure from standard inventory valuation 
procedures and should be applied only when all of the circumstances 
are considered to warrant such exceptional treatment. Estimates of 
the degree of project completion should be developed from data sup¬ 
plied by qualified architects and engineers. When reliable estimates 
cannot be obtained or when possible future contingencies may operate 
to eliminate what appear to be accruing profits, conservati.sm would 
require the deferral of profit recognition until project completion. 

Whatever method is employed in the accounts, full disclosure 
should be made on the statements of the method of valuation employed 
as well as the full implieations of such valuation. When sides or trans¬ 
fers of partnership interests or of capital .stock are involved, the status 
of contracts in progress and the degree of recognition of profits on such 
contracts in the as.set and the capital sections assume vital significance. 

When a contractor does not have title to buildings, improvements, 
etc., in progress, these items, while not qualifjing as “inventory," 
nevertheless call for the use of valuation procedures as described and 
presentation as a.ssets under appropriately descriptive headings until 
settlement is made with the customer upon contract completion. 

When a building, installation, or construction contract covers 
more than one year, federal income tax requirements permit the tax¬ 
payer to elect to recognize profits in terms of percentage of completion 
over the life of the project or to recognize profits on the entire job in 
the year when the contract is completed and accepted. Salaries, taxes, 
and other expenses not directly attributable to the contract must be 
deducted in the year in which incurred. Consistent application of the 
method of accounting chosen is required for tax purposes, a change 
from the percentage of completion basis to the completed basis, or 
vice versa, requiring special permission. 
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QUESTIONS 

1. Define ‘‘market” for purposes of inventory valuation at “cost or mar¬ 
ket, whichever is lower.” 

2. Objection has been raised to the use of the term “market” in the 
phrase “cost or market, whichever is lower.” Can you suggest a more 
satisfactory term? 

3. Describe how one would arrive at market ceiling and floor in develop¬ 
ing a lower of cost or market value. 

4. (a) Describe the application of the lower of cost or market valuation 
to (1) each inventory item, (2) inventory sections, (3) the inventory as a 
whole, (b) State the conditions that would suggest the use of each of these 
methods. 

5. What conditions might suggest caution in the application of the rule 
of cost or market, whichever is lower? Why? 

6. (a) State two procedures that might be used in the accounts for Ihe 
separate recognition of inventory fluctuations arising from inventory 
valuation at the lower of cost or market, (b) What is th(' alternative to 
such separate recognition? (c) Would you recommend such special pro¬ 
cedures in the accounts? Why? 

7. What treatment would you recommend when serious loss seems to bo 
indicated in connection with certain purchase commitments outstanding 
at the end of the period? Give reasons for your answer. 

8. What factors might suggest inventory valuation at amounts in ex¬ 
cess of cost? 

9. At the end of the fiscal period, the inventory of Western Products Co. 
includes a number of special orders in j)r()cess being j)rodu(*ed on a cost- 
plus basis. Would you permit the recognition of any i)rofit on such goods? 
If so, how would you arrive at the profit to be recognized and what pro¬ 
cedure would you follow in the accounts? 

10 . How would you suggest that repossessed goods be valued? Give 
reasons for your proposal. 

11 . (a) Describe inventory valuation for crops by the farm-price method; 
(b) Describe inventory valuation for livestock by the unit-livestock price 
method. 

12. (a) Describe the percentage of completion method for recognition of 
profits on long-term construction contracts, (b) What problems are in¬ 
volved in the application of this method? 

13. The Hauser Construction Co. engages in a variety of construction 
work as an independent contractor. Profit is recognized as cash is received 
from customers by an entry as follows: 

Cash. 100,000 

Customer Advances. 70,000 

Profit on Construction. 30,000 

Comment on this procedure. 
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EXERCISES 

1 . The Martin Supply Store uses the first-in, first-out method in calcu¬ 
lating cost of goods sold for the three products that it handles. Inventories 
and purchases of these products during January and the market price of 
these products on January 31 are as follows: 

Commodity A Commodity B Commodity C 

Inventory, Jan. 1 . .1,000 units (a $6.00 3,000 units $10.00 4,500 units @ $1.00 

Purchases, Jan. 1-15 3,000 units C«/ 6.50 5,000 units @ 10.50 2,000 units @ 1.20 

Jan. 16-31 .1,000 units © 7 00 

Inventory, Jan. 31.2,000 units 3,000 units 4,000 units 

Market, Jan. 31 . . $7. .50 per unit $10 00 per unit $1.15 per unit 

Determine: (a) the cost of goods sold for January; (b) the cost of the 
inventory at the end of January; (c) the balance to be provided by means 
of a valuation allowance to reduce the inventory as of January 31 to a basis 
of cost or market, whichever is lower as applied to individual items. 

2. The Barstow Company has 10,000 units of Commodity C on hand. 
Cost, selling expenses, and normal profit on the sale of a unit are reported 
below. Give the inventory value in terms of lower of cost or market for 
each set of assumptions listed; floor and ceiling limitations are to be applied 
in arriving at market. 

Commodity C 

Per Unit 


Cost. 

... $ 60 

Selling expenses. 

20 

Normal profit. 

15 


Estimated Current 

Sales Price Replacement Cost 


(a) . $90 $75 

(b) . 90 65 

(c) . 90 50 

(d) . 85 70 

(e) . 85 55 

(f) . 85 45 

Ig) . 75 55 

(h). 75 50 

fi). 75 35 

3. The Morse Company summarizes inventory data at the end of 1953 
and 1954 as follows: 

1953 1954 

Invoice cost. $26,000 $30,000 

Lower of cost or market. 23,500 28,000 


What entries are required (a) at the end of 1953 in recording the end¬ 
ing inventory and (b) at the end of 1954 in closing the beginning inventory 
and recording the ending inventory, assuming each of the following ac¬ 
counting procedures: 
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(1) The company calculates cost of goods sold in terms of inventories at 
the lower of cost or market without separate recognition of the effect 
of inventory market fluctuations. 

(2) The company makes periodic recognition of the loss in the ending 
inventory resulting from valuation at the lower of cost or market. 

(3) The company makes periodic recognition of the effects of market 
fluctuation identified with beginning and ending inventories through 
valuation at the lower of cost or market. 

4. Phillip Motor Company records automobiles that are repossessed at 
a value that will permit the company to show a 2r/'c, gross profit on cost 
upon their resale. In January an automobile was repossessed that had an 
estimated resale value of $1,()()() after reconditioning costs estimated at 
$150. At what value should the automobile be taken into the inventory? 

5. The Whitney Construction Company recognizes profits on long-term 
construction periodically in the proportion that annual costs bear to total 
estimated costs of the project, ('osts incurred on project //18 52 and 
remaining costs estimated to complete the project as summarized at the 
end of each year are listed bcdow. The contract price of the project is 
$250,000. 


Estimated Remaining 
Costs Costs 


1952 . $ 60,000 $110,000 

1953 . 120,000 45,000 

1954 . 47,500 


What profit would be recognized by the Whitney Construction Com¬ 
pany each year? 

6. The Allen Manufacturing Co. has th(» following items in its inventoi;. 
on December 31, 1953: 


Quantities Unit Cost Market 


Raw Material A 

2,000 

$1 10 

$1 00 

Raw Material B 

7,000 

2 40 

2 50 

Raw Material C 

5,000 

3 00 

3 20 

Goods in Process 1 

8,000 

3 75 

3 80 

Goods in Proce.ss 2 

6,000 

5 00 

5 10 

Finished Goods X 

4,000 

7 00 

7 20 

Punished Goods Y 

2,500 

8 00 

7 50 


Calculate the value of the company's inventory using cost or market, 
whichever is lower, assuming that this valuation procedure is applied: 

(a) To individual inventory items. 

(b) To each section of inventory. 

(c) To the inventory as a whole. 
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PROBLEMS 


Collins and Company carries five products. Units on hand, costs, and 
:et prices of these products on January 31, 1953, are as follows: 


Units Cost Per Unit 


Current Market Price 
Per Unit 


Product A. 4,300 units Jf2.00 $1.90 

B. 2,500 units 4.80 5.40 

C. 5,000 units 5.00 5.20 

D. 2,200 units 3.80 3.50 

K. 5,600 units 1.85 1.80 


Iructions: Prepare a statement to show the calculation of the inventory 
for statement purposes on the basis of cost or market, whichev'er is lower. 


9-2. The inventory in Department 111 of the Andrews Distributors, at 
cost using first-in, first-out, and at market is as follows: 

Current Market Price, 
Units and Costs Per Unit 


Article A. 

B. 

C 

1 ) 

E. 

F. 

G. 


. 1,600 

(O' 

$ 1,401 

$1.55 

1,100 

(d 

1 60 J 

. 700 

(" 

1.85 

1.70 

. 3,000 

0' 

1 90 


1,000 

(« 

2.10 

2.30 

. 3,000 

(d 

.80 

.70 

. 400 

id 

.801 

[ .75 

600 

id 

. 70 J 

. 500 

id 

4.00 

4.50 

. 1,000 

id' 

1.201 


1,200 

(«' 

1 30 J 

[ 1.30 


Imtrnciiorii^: Calculate the value of the inventory, assuming valuation 
on the basis of (1) cost, and (2) cost or market, whichever is lower, applied 
to individual inventory items. 


9-3. Carson and Drews, Inc. sells three products. Inventories and pur¬ 
chases during January and the market prices of these goods on January 
31 are as follows: 



CommodiCv A 

Commodity H 

Commodity C 

Inventory, Jan. 1 
Purchases, Jan. 1 31 

130 units (d $70 

50 units («' $63 

180 unite (»> $110 
120 units (0 $100 

60 units id) $150 
50 units ({v 135 

Total Available for Sale 
Sales, Jan. 1 31 . . . 

.200 

. 30 units (w $93 
120 units ^ $100 

300 

50 units (o $173 

80 units {(1 $160 

110 

30 units id\ $250 
20 units ^ $220 

Total Sales. 

..130 

130 

50 

Units on Hand, Jan. 31. . 

.. 50 

170 

60 

Market values 
per unit, Jan. 31 .. . . 

.$60 

$100 

$140 


Operating expenses for January were $14,500. 
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Instructions: (1) Prepare an income statement for January, assuming that 
the ending inventory is valued at cost on a first-in, first-out basis. 

(2) Prepare an income statement for January, assuming that the inventory 
is r^uced to cost or market, whichever is lower, applied to individual items, 
^the inventory loss is reported separately on the income statement. 


^..Arrow-Hart, Inc. carries three classes of inventory items. Inventory 
data as of December 31, 1953, are summarized below: 


Per Unit 



Quantity 

Cost 

Replacement Cost 

Class A Items 

#1. 

. 150 

$ 8.00 

$ 7.60 

n . 

. 500 

10.40 

9.05 

#3. 

. 100 

16.85 

17.50 

H . 

. 125 

10.00 

8.40 

|5 . 

. 615 

5.00 

4.20 

Class B Items 

n . 

. 200 

15.50 

14.50 

n . 

. 305 

6.00 

5.00 

#3. 

. 150 

3.20 

3.30 

Class C Items 

#1. 

. 6,000 

3.40 

3.75 

m . 

. 3,200 

3 10 

3.25 

#3. 

. 1,500 

2.00 

2.20 

H . 

. .. 10,500 

1.50 

1.40 


Instructions: Prepare summaries to develop inventory valuation at the 
lower of cost or market, assuming this valuation procedure is applied: 

(1) To individual inventory items. 

(2) To individual inventory sections. 

(3) To the inventory as a whole. 


The inventory for West Traders at the end of 1953 is to be recorded 
at the lower of cost or replacement value; however, replacement is not to 
exceed net realizable value nor is it to be less than net realizable value 
reduced by the normal profit on sale. Ending inventorv data are sum¬ 


marized below: 



Numbkh 
OK Tnits 

f’OHT 

Commodity A 

. . 1,200 

$ 5.00 

B.. . 

. . 800 

4.25 

C .. .. 

.. . 1,000 

7.50 

D. . .. 

. . . 1,500 
.. . 1,250 

7.50 

E . .. 

10.00 

F. .. . 

.. . 1,000 

8.50 

G. .. . 

. . . 200 

6.00 


, I^N IT _ f_ 


Rkpi.ack- 

1 lOHTntATK.D 

Cost 

Normal 

MKNT 

PltlCK 

TO Slll 

PUOKIT 

$ 5.25 

$ 8.00 

$ 1.00- 

$ 1.50 

4.00 

6.50 

. 75 

1.50 

7.75 

8.50 

1.25 

2.00 

5.00 

8.00 

1.25 

2.00 

9.25 

14.00 

1.50 

2.50 

7.00 

10.50 

1.25 

2.00 

2.25 

3.50 

1.00 

1.00 


Instructions: Develop a schedule summarizing the value of the ending 
inventory at cost or market values, the valuation procedure being applied to 
the individual items comprising the inventory. 
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9-6. Comparative income summaries for the Pleasant Company 
below. Inventories have been reflected periodically at cost. 

appear 



1951 

1952 

1953 

Sales 

Cost of goods sold: 

Beginning inventory 
Purchases 

$12,000 

40,000 

$60,000 

$16,500 

46,000 

$75,000 

$17,500 

50,000 

$80,000 

Less: Ending inventory 

$52,000 

16,500 

$62,500 
35,500 17,500 

$67,500 
45,000 21,000 

46,500 

Gros*? profit 

Selling and general expenses 


$'24,500 

15,000 

$30,000 

18,500 

$33,500 

19,500 

Net income 


$ 9,500 

$11,500 

$14,000 


An analysis discloses that replacement costs for inventories on hand 
at the end of each year had been as follows: 

1951 1952 1953 

Inventory at market . $13,000 $16,500 $21,500 


Instructions: Prepare a set of comparative income statements on each of 
the following assumptions: 

(1) Inventories are recorded in the cost of goods sold section on the basis 
of cost or market, whichever is lower. 

(2) Inventories are recorded at cost in the cost of goods sold section but 
at the lower of cost or market for balance sheet purposes, a charge 
being reported periodically on the income statement reporting the 
loss identified with the ending inventory. 

(3) Inventories are recorded at cost m the cost of goods sold section but 
at the lower of cost or market for balance sheet purposes, the effect 
of fluctuations in price on beginning and ending inventories being 
reflected as a special item on the income statement. 

The Norris-McLean Construction Company undertakes the con¬ 
struction of a bridge at a contract price of $750,000. Construction begins 
in 1952 and is completed in 1954. Construction transactions are sum¬ 
marized below: 

1952: Construction costs incurred total $100,000; remaining costs to com¬ 

plete the project are estimated at $500,000. Collections from the 
public authority ordering such construction are $75,000. 

1953: Construction costs for the year total $450,000; remaining costs to 

complete the project are estimated at $75,000. Collections from the 
public authority are $500,000. 

1954: Construction costs in completing the project total $65,000. Collec¬ 

tions are made from the public authority for the balance owed. 

Instructions: (1) Give the entries for each year that would appear on the 
books of the company assuming that construction profit is recognized only 
when the project is completed and full settlement is made. 
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(2) Give the entries for each year that would appear on the books of the 
company assuming that construction profit is recognized periodically in the 
proportion that costs bear to the total estimated cost of the project. 

9-8. Walsh, Inc. began the manufacture of a single standard product in 
1953 and at the end of the first year of operations prepared an income 
statement as follows: 

Sales . $270,000 

Cost of goods sold: 

Materials used: 

Materials purchased. $300,000 

Less: Ending inventory. 60,000 $240,000 


Direct labor. 100,000 

Overhead. 60,000 


$400,000 


100,000 


$300,000 


Deduct: Finished goods inventory. 80,000 

Cost of goods sold. 220,000 

Gross profit . $ 50,000 

Expenses . 35,000 

Net income. $ 15,000 


Total manufacturing costs. 

Deduct: Goods in process inventory: 
Estimated 25% completed as to mate¬ 
rials and processing costs. 


You find that a severe decline in the price of raw materials took place 
at the end of 1953. In recognition of the decline, the raw materials inven¬ 
tory that cost $100,000 was reported at $60,000, its market value on 
December 31, and goods in process and finished goods inventory costs 
were developed in terms of materials charged to production on the above 
basis. 

Instructions: (1) Revise the income statement to reflect actual inventory 
costs, the raw materials decline being recognized separately as a loss. 

(2) Give the inventory values that would be reported for raw materials, 
goods in process, and finished goods on the balance sheet. 

9-9. The Taylor Construction Company engages in construction work at 
a fixed contract price. Since the gross profit on contracts has been rela¬ 
tively stable, the company in 1951 began accruing income on the basis of 
percentage of completion. The percentage of completion on a contract is 
obtained by comparing the cost incurred on a contract with total esti¬ 
mated cost. Customers are billed as work progresses, the credit being 
made to Billed Revenue. Costs are accumulated in a construction costs 
account, which is closed at the end of the period in determining net income. 
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A trial balance prepared for the Taylor Construction Company on 
December 31, 1953, is as follows: 


Dr. Cr. 

Cash. $ 35,000 

Notes receivable. 200,000 

Accounts receivable . 560,000 

Prepaid expenses . 12,000 

Land for future building site . 24,000 

Land. 38,000 

Buildings. 126,000 

Allowance for depreciation of buildings . $ 55,000 

Machinery. 870,000 

Allowance for depreciation of machinery . 395,000 

Tools. 30,000 

Bank loan, due August 1, 1954 . 500,000 

Accounts payable. . 255,000 

Reserve for injury claims 10,000 

Purchase money mortgage payable May 1, 1955 . . 200,000 

Common stock, stated value $100 400,000 

Paid-in surplus . 40,000 

Retained earnings, January 1, 1953 143,000 

Billed revenue. 1,385,000 

Construction costs . 1,266,000 

General and administrative expenses . 222,000 


$3,383,000 $3,383,000 


Information required in the preparation of statements at the end of 
1953 is summarized below: 


(1) During the year work was done on contracts as follows: 


Contract 

Contract 

Price 

Total Esti¬ 
mated Cost 

Cost Incurred 
in 1952 

Cost Incurred 
in 1953 

A. 

$ 600,000 

$ 450,000 

$ 180,000 

$ 265,000 

B. 

500,000 

360,000 

90,000 

180,000 

C. 

750,000 

560,000 

420,000 

150,000 

D. 

240,000 

175,000 

— 

177,000 

E. 

360,000 

260,000 

— 

264,000 

F. 

960,000 

720,000 

— — 

230,000 


$3,410,000 

$2,525,000 

$ 690,000 

$1,266,000 


Contracts B and F are uncompleted as of the end of the year. 

(2) The bank loan was made on August 1, 1953, and interest has not been 
recognized to date. 

(3) A bill for $18,000 was received from an engineering firm for services 
rendered during December and has not yet been recorded; $10,000 
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of this amount was applicable to Contract F and the balance to Con¬ 
tract G, which is still being negotiated. 

(4) Accrued office salaries of $1,500 are not shown in the accounts. 

(5) The note receivable of $200,000 is non-interest bearing and proceeds 
from its maturity in March, 1954, are to be used to purchase addi¬ 
tional equipment. 

(6) Assume corporate income taxes to be 40 of net income. 

Instructions: (1) Prepare working papers for accounting statements as of 
December 31, 1953. 

(2) Prepare an income statement for 1953 with a supporting schedule 
reporting development of gross profit earned lor 1953. 

(3) Prepare a balance sheet as of December 31, 1953. 

9-10. On the petition of the principal creditors, receivers in bankruptcy 
were appointed for the Wilson Sales Company on September 30, 1953. 
Appraisers appointed by the court took a physical inventory on the morn¬ 
ing of October 1, 1953, finding the following merchandise on the premises: 

No. of Units 


Commodity A: 


DeLuxe Brand 

40 

Special Brand 

10 

Standard Brand 

5 

Commodity B 

20 

Commodity C 

60 


Accountants appointed by the receivers on October 1,1953, found that 
the books had not been posted since September 15, 1953, when accounts 
had been prepared for the purpose of obtaining a bank loan The trial 
balance on that date was as follows: 



Dr. 


Cb. 

Cash in bank 

$ 500 

00 


Petty cash 

100 

00 


Accounts receivable 

7,609 

66 


Accounts receivable -assigned 

12,000 

50 


Notes receivable 

190 

00 


Notes receivable officer 

300 

00 


Advances to salesmen 

Inventories: 

6,000 

00 


Commodity A 

3,180 

00 


Commodity B 

360 

00 


Commodity C 

375 

00 


Inventories assigned 

10,006 

54 


Insurance, taxes, and rent prepaid to Sept. 30, 1953 
Life insurance policy 

1,866 

66 


4,000 

00 


Notes payable—president 



$ 2,000 00 

Accounts payable 



55,100.90 

Accrued sales taxes 



900.12 

Capital stock . 



10,000 00 


Deficit . 21,512 66 


$68,001 02 $68,001 02 
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On the basis of these accounts a loan of $5,000 was obtained from the 
bank on the agreement that accounts receivable collections (after Septem¬ 
ber 15) be deposited in a special account at the bank, amounts to be with¬ 
drawn therefrom only as approved by the bank. 

Cash transactions from September 15 to 30, 1953, were as follows: 


Collections: 

Accounts receivable deposited in special bank account .... $ 2,005.00 

Accounts receivable assigned -deposited in special bank 

account. 12,000.50 

Note receivable. 190.00 

From salesmen (to be applied against advances). 500.00 

Proceeds of bank loan of $5,000. 4,900.00 

Total. $19,595.50 

Disbursements: 

President’s note payable. $ 2,000.00 

Accounts payable. 5,000.00 

Sales license for year to September 30, 1954 . 1,000.00 

Advances to salesmen. 1.000.00 

Petty expenses (paid from petty cash). 100.00 

Total. $9,100.00 


An amount of $7,000 had been transferred from the sj)ecial account to 
the regular drawing account as approved by the bank. 

There were no purchases during the period from September 15 to Sep¬ 
tember 30, 1953. Verified sales during the period, all on credit, were as 
follows: 

Price per Unit 

No. of Units Net Total 


Commodity A: 

DeLuxe Brand. 10 $30 $300 

Special Brand. 5 20 100 

Standard Brand. 5 12 60 

Commodity B. 10 15 150 

Commodity C. 40 2 80 

Total. . $690 


The company is liable for a 2 % sales tax on the sales listed above. 

The perpetual stock records showed the following goods on hand at the 
close of business September 15: 

No. of Units Cost per Unit 

Commodity A: 

DeLuxe Brand. 100 $24.00 

Special Brand. 40 18.00 

Standard Brand. 10 6.00 

Commodity B. 30 12.00 

Commodity C. 250 1.50 
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Among the accounts payable of September 15, 1953, is a debt of 
$21,007.04 to a supplier, representing two successive shipments of 
$11,000.50 and $10,006.54. The first shipment had been sold for 
$12,000.50 and the customer’s account pledged to the supplier as security. 
The second shipment had been stored in a warehouse, but the title to the 
goods was pa.s.sed back to the supplier on September 28,1953. 

The life insurance policy (surrender value at September 15, 1953, 
$2,500) was on the life of the pre.sident of the company, but it had been 
assigned to his wife some years ago. 

The receivers expect that the bank will attempt to attach all balances 
at September 30, 1953, and that other creditors will as.sert that their 
claims are preferential. 

Instructions: The attorneys appointed by the receivers request that you 
prepare at once a balance sheet as of September 15, 1953, on a going-concern 
basis, and a tentative balance sheet as of September 30,1953, for purposes of 
a discussion on October 2, 19.53. A report or memorandum containing full 
notes should accompany the balance .sheets so that the attorneys may be in¬ 
formed as to the facts so far determined. (A. LA. adapted) 
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I Inventories 

Estimating Procedures in Valuation 

ESTIMATED COSTS In the previous chapters the valuation pro¬ 
cedures as applied to inventories were de¬ 
scribed. The methods of arriving at cost and the procedures involved 
in developing a lower of cost or market value were considered. Fre¬ 
quently, in arriving at an inventory valuation, estimates as to inven¬ 
tory quantities and costs are involved. Certain widely used estimating 
procedures are described in this chapter. Conditions in a merchandis¬ 
ing concern calling for estimates of inventory position, together with 
the procedures that are applicable under the circumstances, are dis¬ 
cussed under (1) the gross profits method and (2) the retail inventory 
method. The discussion of the estimating procedures for inventories 
of the merchandising concern is followed by a consideration of the 
estimating procedures for inventories of the manufacturing unit. 

GROSS PROFITS Estimates of merchandise on hand may be 

METHOD 

developed by means of the groffs profits 
method. Application of the gross profits method involves the reduction 
of sales to a cost basis through use of the company's gross profit per¬ 
centage. Cost of goods sold as calculated is su})tracted from the cost of 
goods available for sale in arriving at an estimated inventory balance. 

The gross profits method of arriving at an inventory is applicable 
in the following instances: 

(1) When it is not possible to take a physical inventory, as in the deter¬ 
mination of the cost of merchandise lost by fire. 

(2) When inventories are required for interim statements, or for the 
determination of the week-to-week or month-to-month inventory 
position, and the cost of taking inventories would be excessive for 
such purposes. 

(8) When it is desired to test or check on the reliability of the figures 
reported for an inventory determined by other means. Such applica¬ 
tion is referred to as the grosa projita tent. 

The gross profit percentage to be used in reducing sales to a cost 
of goods sold balance must be a reliable measure of current sales ex¬ 
perience. In developing a reliable rate, reference is usually made to 
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past gross profit rates and these are adjusted for variations that are 
considered to exist currently. The determination of the cost of goods 
sold depends upon whether the gross profit percentage is developed 
and stated in terras of sales or in terms of cost. The procedure to be 
followed in each case is illustrated in the following examples. 

Example 1 — Given: Groan Profit as a Percentage of Sales. Assume: sales 
are $100,000; goods are sold at a gross profit of 40% of sales. 

If gross profit is 40% of sales, then cost of goods sold must be 60% of 
sales: 


Sales. 

... 100';; 1 

Sales. 

. 100';;, 

Cost of goods sold. .. . 

? ' 

\ - Cost of goods sold. 

. 60';, 

Gross profit . 

... 40'/';, 

Gross profit. 

. 40'’;, 

Cost of goods sold, then, is 60%, of $100,000, or $60,000. 

Goods available 


for sale less the estimated cost of goods sold gives the estimated cost of the 
remaining inventory. Assuming that the cost of goods available for sale is 
$85,000 as summarized below, this balance less the estimated cost of goods 
sold, $60,000, gives an estimated inventory of $25,000: 

Cost of goods available for sale: 


Beginning inventory . 



$16,000 

Purchases. 


$ 67,800 


Freight in . 


1,500 


Gross purchases . 


$ 60,300 


Less: J^urcliases returns and allowances . . 


300 

69,000 

Cost of goods available for sale. 



$85,000 

Deduct estimated cost of goods sold: 

Gross sales. 


$100,800 


Less: Sales returns . 

. .. ^ 

800 


Cost percentage (100% — 40%,). 


$100,000 

60',;, 


Estimated cost of goods sold. 



60,000 

Ending inventorv at estimated cost. 



$25,000 


Example 2 — Given: Gross Profit as a Percentage of Cost. Assume: sales are 
$100,000; goods are sold at a gross profit that is 60%, of their cost. 

(a) If sales are made at a gross profit of 60%, of cost, then sales must be 
equal to the sum of cost, considered 100%, and the gross profit on cost, 60%. 
Sales, then, are 160^^ of cost: 

Sales. ? ] Sales. 160% 

Cost of goods sold.100% [ = Cost of goods sold. 100% 

Gross profit . 60%) Gross profit 

To find cost, or 100%, sales may be divided by 160 and multiplied by 
100, or sales may simply be divided by 1.60. Cost of goods sold, then, is 
$100,000 1.60, or $62,500. This amount is subtracted from the cost of goods 
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available for sale in arriving at the estimated inventory as illustrated in 
Example 1 above. 

(b) The cost of goods sold can be developed through an alternate calcula¬ 
tion. If sales are 60 ^ o above cost, then the cost relationship to sales must be 
100/160 or 62.5%. 

Sales 100%! But in terms [Sales 100 0% 

Cost of goods sold 100%^ of sales as = J Cost of goods sold 62 5% (100/160) 

— I 100% I - 

Gross profit 60%J I Gross profit 37 5% (60/160) 

Cost of goods sold, then, is 62.5of $100,000, or $62,500. 

Examples — Given-, Sales as a Percentage Increase Above Cost, Assume: 
sales are $100,000; goods are sold at 20 above cost. This is the same as say¬ 
ing that the gross profit is 20% of cost, and the answer would be developed as 
in Example 2 above. Sales, then, would be divided by 1.20, as in (a) above, or 
multiplied by .83| (100/120), as in (b) above, m arriving at the estimated 
cost of goods sold. 


The following cases review the application of the procedures 
described. Assume sales of $100,000. 


Gross Profit 


Cost of Goods Sold 


Gross profit on sales, ')2% 


j $100,000 X 4S Kost p(‘i Old age) 


$4S,000 


Gro's profit on cost, l')0% 


$100,000 — 2 lO (cost 4- percentage 
markup on cost) 
or 

$100,000 X 100/2)0 (relationship of 
cost to sales) 


$40,000 


Goods marked up 100% above $100,000 — 2 00 (cost 4- percentage 
cost markup on cost) 

or 

$100,000 X 100/200 (relationship of 
cost to sales) 


$ 10,000 


Separate departmental inventories should be calculated for a busi¬ 
ness composed of several departments whose sales are made at different 
gross profit margins. The development of departmental inventories 
calls for sales, goods available, and gross profits data classified in terms 
of the individual departments. 

The development of a series of cost of goods sold balances and 
resulting inventory values may be required for various purposes. For 
example, assume that the merchandise turnover is to be calculated for 
a retail store whose gross profit calculation is sho\^ n at the top of the 
following page. 

If only these data are available, the average inventory is $25,000. 
This amount is found as follows: 

Beginning inventory -t- Ending inventory _ $20,000 -H $30,000 ^ 

2 “2 


$25,000 
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Sales. $500,000 

Cost of goods sold: 

Inventory, January 1 $ 20,000 

Purchases 310,000 

Cost of goods available for sale. $330,000 

Inventory, December 31 .. 30,000 

Cost of goods sold 300,000 

Gross profit . . $200,000 


The merchandise turnover, that is, the number of times the average 
inventory has been replenished during the fiscal period, is then found 
to be 12 times a year by the following calculation: 

Cost of goods sold _ $300,000 _ ^2 times 

Average inventory (using year-end balances) $25,000 


A more representative average inventory and therefore a more 
accurate turnover analysis may be obtained from an analysis of sales 
and purchases and the calculation of monthly inventory balances by 
the gross profits method. Th(‘se calculations follow: 




( osi 

()I (.OODS SDLI) 

L 

Ivvi Nioin 
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1 

1 
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January 1 






$ 20,000 

January 

$ 20,000 

$ 30,000 

60% 

$ IS,000 

$ 2,000 

22,000 

February 

30,000 

30,000 

60 

IS,000 

2,000 

24,000 

March 

20,000 

30,000 

60 

1S,000 

2,000 

26,000 

April 

May 

20,000 

30,000 

60 

ls,000 

2,000 

28,000 

30,000 

40,000 

60 

24,000 

6,000 

34,000 

June 

30,000 

40,000 

60 

24,000 

6,000 

40,000 

July 

30,000 

60,000 

60 

36,000 

6.000* 

34,000 

August 

30,000 

40,000 

60 

24,000 

6,000 

40,000 

September 

40,000 

40,000 

60 

24,000 

16,000 

56,000 

October 

40,000 

30,000 

60 

30,000 

10,000 

66,000 

November 

20,000 

30,000 

60 

30,000 

10,000* 

56,000 

December 

10,000 

60,000 

60 

36,000 

26,000* 

30,000 


$310,000 

$")00,000 

60% 

$300,000 

$10,000 

$476,000 


The average inventory and the merchandise turnover for the year 
may now be calculated as follows: 


Total of inventories 
Number of inventories 


$470,000 

13 


$36,615, the average inventory 


Cost of goods sold 

Average inventory (using monthly balances) 


$300,000 

$36,615 


8.2 times 
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This figure is more accurate than the turnover developed on the 
basis of the year-end inventories, which were unusually low and un¬ 
representative. 

RETAIL INVENTORY The retoil inventory method has been widely 

METHOD employed by retail concerns, particularly 

by department stores, as a means of obtaining, whenever desired, 
reliable estimates of the business unit s inventory position. When 
this method is employed, records of goods placed in stock are main¬ 
tained in terms of costs and also at marked retail prices. The merchan¬ 
dise on hand may be calculated at any time at its retail price by sub¬ 
tracting sales for the period at retail from the total goods available for 
sale at retail. Cost and retail pricings of goods available for sale are 
used in developing the percentage that cost l)ears to retail, and this 
percentage is applied to the ending inventory at retail in arriving at 
an estimated inventory cost. 

The determination of the estimated (‘ost of the inventory at the 
end of a month by using the procedure described follows: 

At Retail At Cost 


Inventory, January 1. $15,000 $IK),000 

Purchases in January . ;h5,000 20,000 

Goods available for sale. $S0,000 $50,000 

Deduct sales for January at retail . 25,000 ~ - - 

Inventory, January 31, at retail sale', i)rice . $55,000 

Inventory, January 31, at estimated eost: 

$55,000X62’,% (percentage of cost to sales 

price, $50,000-r $80,000. $34,375 


Use of the retail inventory method offers the following advantages: 

(1) Estimated interim inventories may be obtained without a physical 
count. 

(2) Where a physical inventory is actually taken for periodic state¬ 
ment purposes, it may be taken at retail and then converted to 
cost without reference to individual costs and invoices, thus saving 
considerable time and expense. 

(3) A check is afforded on the movement of merchandisp, since a 
physical count of the inventory at retail should compare closely 
with the inventory as calculated at retail. 

* Instead of calculating the percentage that total cost bears to total retail price 
and then applying this percentage to the ending inventory at retail, it is possible to 
compute the cost of the inventory by one arithmetical calculation as follows: 

X $55,000 = $34,375. 

oU,UU0 
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A physical inventory of goods on hand is required at least once a 
year in support of the inventory balance to be reported on the annual 
statements. Relatively significant discrepancies between a physical 
inventory and the inventory position as derived from book calculations 
should be investigated. Such inquiry may lead to sources of inventory 
misappropriations. Retail inventory summaries should be adjusted 
appropriately for variations as shown by the physical count so that 
summaries reflect the actual status of the inventory for purposes of 
future inventory estimates and control. 

The foregoing inventory calculation assumed that, after the goods 
were originally marked at retail prices, no further changes in such 
prices were made. Frequently, however, because of changes in the price 
level, changes in consumer demand, or various other reasons, original 
retail prices are increased or decreased. The following items must 
ordinarily be considered in arriving at the goods available for sale and 
the goods remaining on hand in the form of inventory at retail: 

(1) Original salef! price the established sales price, including the 
original increase over cost variously referred to as the markon or 
initial rrunkup. 

(2) Additional markup an increase above the original sales price. 

(3) Markup cancellation a reduef ion in the additional markup that 
does not decrease the sales price below the original sales price. 

(4) Markdown a I’eduction below the original sales price. 

(5) Markdown cancellation a reduction in the markdown that does 
not increase the sales price above the original sales price. 

The difference between cost and retail price as adjusted for any of 
the changes described above is sometimes referred to as the main¬ 
tained markup. 

To illustrate the use of the data listed, assume that goods originally 
placed for sale are marked at 50'’^, above cost. Certain merchandise 
costing $4 a unit, then, is marked at $6, which is termed the origi¬ 
nal sales pric'e. This increase in cost is variously refeired to as a 
“50% markon on cost” or a markon on sales price.” In 

anticipation of a heavy demand for the article, the goods are sub¬ 
sequently increased to $7.50. This represents an additional markup 
of $1.50. At a later date the goods are reduced to $7. This is a markup 
cancellation of 50 cents and noi, a markdown, since the retail price has 
not been reduced below the original sales price. But assume that 
goods originally marked to sell at $6 are subsequently marked down 
to $5. This represents a markdown of $1. At a later date the goods are 
marked to sell at $5.25. This is a markdown cancellation of 25 cents 
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and not a markup, since the retail price does not exceed the original 
sales price. 

In determining the merchandise on hand at retail sales price with¬ 
out a physical inventory, a record of each of the foregoing adjustments 
is required, and the following summary is prepared: 


Beginning inventory at retail sales price. 

Add: Purchases at original sales price. 

Net additional markups (additional markups less 

markup cancellations). 

Goods available for sale. 

Deduct: Sales at retail sales prices. 

Net markdowns (markdowns less markdown 
cancellations) plus any employees* discounts, in¬ 
ventory shortages, losses, etc. i 


xxxx 

XXX 


XXX 


Ending inventory at retail sales price. . 


XXXX 


XXX 

xxxx 


XXX 

XXXX 


The ending inventory at retail as thus calculated is multiplied 
by the percentage representing the relationship of cost to retail in 
arriving at the ending inventory at cost. 

In obtaining the cost percentage, the cost of goods available for 
sale is normally related to the original sales price plus the net markups, 
without taking into account the net markdowns. Calculation of ending 
inventory by the retail inventory method in this manner is illustrated 
below: 




At Retail 

At Cost 

Beginning inventory. 


$ 14,000 

$ 8,600 

Add: Purchases. 


110,000 

69,000 

Freight in. 



3,100 

Net markups: 




Additional markups. 

$13,000 



Less: Markup cancellations. 

2,500 

10,500 


Goods available for sale . 


$134,500 

$80,700 

Deduct: Sales at retail. 

$108,000 



Net markdowns: 




Markdowns. $4,800 




Less: Markdown 




cancellations. 800 

4,000 

112,000 



Ending inventory at retail sales price.$ 22,500 


Ending inventory at estimated cost: 

$22,500X60% (percentage of cost to sales price 

before markdowns, $80,700$134,500). $13,500 
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Failure to consider markdowns in calculating the cost percentage 
results in a lower cost percentage and consequently gives a more con¬ 
servative inventory figure than would otherwise be obtained. Mark- 
downs may represent changes in price for special sales or clearance pur¬ 
poses, or they may arise from market fluctuations and a decline in the 
replacement cost of goods. In either case failure to consider markdowns 
in calculating the cost percentage is justified. This is illustrated in the 
two examples that follow: 

Example 1 — Markdowns for Special Sales Purposes: Assume that 
merchandise which cost $50,000 is marked to sell for $100,000. To 
dispose of part of the goods immediately, one fourth of the stock is 
marked down $5,000 and is sold. Calculation of the inventory follows: 

Ar Ur.TAiL A r Cost 

Purchases $100,000 $50,000 

Deduct: Sales $20,000 

Markdowns 5,000 25,000 

Ending inventory at retail sales prue $ 75,000 

Ending inventory at estimated cost: 

$75,000X50^0 (percentage of cost to sales price 

before markdowns, $50,000 t-$100,000) . $37,500 

If cost, $.50,000, had been related to sales price after markdowns, 
$95,000, a cost percentage of 52.6 per cent would have been obtained, 
and the ending inventory, which is three fourths of the merchandise 
originally acquired, would have been reported at 52.6 per cent of 
$75,000, or $39,450. The ending inventory would thus be overstated 
and cost of goods sold understated. A markdown relating to goods no 
longer on hand would have been recognized in tlie development of a 
cost percentage to be applietl to the ending inventory. Reductions in 
the goods available at sales price I’csulting from shortages, damaged 
goods, departmental transfers, or employees’ discounts should likewise 
be disregarded in calculating the cost percentage. 

Example 2 — Markdowns as a Result of Market Declines: Assume 
that merchandise which cost $50,000 is marked to sell for $100,000. 
With a drop in replacement cost of the goods to $40,000, sales prices 
are marked down to $80,000. One half of the merchandise is sold. 
Calculation of the ending inventory follows: 
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At At 

Retail Cost 

Purchases. $100,000 $50,000 

Deduct: Sales.$40,000 

Markdowns . 20,000 60,000 

Ending inventory at ret ail sales price .$ 40,000 

Ending inventory at estimated cost: 

$40,000X50% (percentage of cost to sales price 

before markdowns, $50,000 $100,000). $20,000 


Here, if cost, $50,000, had been related to sales price after mark- 
downs, $80,000, a cost percentage of 62.5 per cent would have been 
obtained and the ending inventory would have been reported at 62.5 
per cent of $40,000, or $25,000. While this procedure reduces the in¬ 
ventory to a cost basis, ignoring markdowns results in a cost percentage 
that reduces the inventory to a basis of cost or market, v^hichever is 
lower. Thus, the use of 50 per cent in the example reduces the inven¬ 
tory to $20,000, or to a lower of co.st or market L.asis in view of the 
company’s policy of selling merchandise at a 50 per cent gross profit. 

The advantages relating to the retail inventory method have 
already been descidbed. It .should be suggested, however, that this 
method is not entirely satisfactory unle.ss the original I'ate of markons 
within an organization is fairly uniform, or unless high- and low-margin 
items sell in the same proportion. Where different percentage markups 
are applied, difliculties may be overcome by maintaining separate 
records and computing separate cost percentages for the different 
classes of merchandise sold. 


INVENTORY VALU- When a manufacturing organization does 

not maintain a cost accounting system and 
accurate costs of various commodities in 
process and in a finished state are not available, it becomes necessary 
to estimate the costs of these inventories at the end of the fiscal period. 
The illustrations that follow assume the manufacture of a single prod¬ 
uct. If more than one product is manufactured, the procedures to be 
followed are similar, although estimates would be involved to an even 
greater degree. 

Costs of manufacturing are summarized in materials, labor, and 
other manufacturing expense accounts. These costs must be allocated 
to the goods that remain uncompleted at the end of the period and to 
goods that were completed and placed in stock during the period. 
After a cost is assigned to goods completed during the period, it is 
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necessary to allocate this cost to finished goods that remain on hand at 
the end of the period and to goods that were sold during the period. 

In the manufacture of certain commodities, the raw materials 
required in their production must be added at various stages during 
the course of processing. In the manufacture of other commodities, 
all of the required raw materials are put in at the very beginning of 
the production process. In allocating manufacturing costs between 
goods remaining in process at the end of the period and goods completed 
during the period, information or estimates concerning two factors, 
then, must be available: 

(1) The degree to which total material requirements are met in the 

goods in process on hand, and 

(2) The degree to which total processing costs, consisting of labor and 

overhead, are met in these goods. 

The accounting problems that arise in the allocation of costs will 
be illustrated by means of two examples: the first assumes that mate¬ 
rials are added throughout the period of production; the second as¬ 
sumes that all of the required materials are put into process at the 
beginning of production. 

Eocample 1: Materials are added during period of production. 

Assume the following inventories on December .31: 

Finished Goods — 1,000 units, cost $2.50 per unit, or $2,500. 

Goods in Process — 800 units, estimated one fourth completed, cost $500. 

During January, 2,000 units were completed in the factory and 
placed in finished stock. On January 31 there are 900 units in process 
that are estimated to be two thirds completed. Fourteen hundred 
units were shipped to customers, 1,000 remaining in stock at the end 
of the period. Manufacturing costs were $5,400, distributed as follows: 
materials, $600; direct labor, $3,500; and other manufacturing expenses, 
$1,300. 

The estimates of the degree of completion of goods in process in 
beginning and ending inventories express the estimated quantity of 
all of the elements of manufacturing cost—raw materials and process¬ 
ing costs—required in the final product. 

It is first necessary to calculate the equivalent number of whole 
units of work performed in the factory during the month. This may 
be done as follows: 
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Number of units completed in January. 2,000 

Deduct equivalent whole units in process on January 1 , 

800 units estimated J completed, or. 200 

1,800 

Add equivalent whole units in process on January 31, 900 units 

estimated f completed, or . . 600 

Equivalent whole units of work performed in January. 2,400 


Equivalent units performed for the month may be calculated in 
an alternate manner as follows: 


Equivalent whole units of work done on units in process on 

January 1, 800 units, | completed. 600 

Units started and completed during January, 2,000 units 

transferred out less 800 units above . 1,200 

Equivalent whole units of work done on units in process on 

January 31, 900 units, 3 completed. 600 

Equivalent whole units of work performed in January. 2,400 


Manufacturing cost in January, $5,400, divided by the number of 
units of work performed, 2,400, gives $2.25, the cost for each unit of 
work performed. Using the first-in, first-out method, costs of goods 
completed, goods in process inventory, goods sold, and finished goods 
inventory may be calculated as follows: 


Cost op Goods Completed and Transferred from Factory to Stock: 


(\ completed in December, cost. $ 500 

completed in January, cost == $2.25X600 
J equivalent units (800X j). 1,350 


2,000 units] Total cost of first 800 units completed 

($2.3125 per unit). . . 

1,200 started and completed in January, cost $2.25 per unit. 

Total 


$1,850 

2,700 

$4,550 


Cost of Goods in Process Inventory: 

900 units, '3 completed in January, cost $2.25X600 equivalent units 

(900X1)'. $h350 


Cost of Goods Sold; 

1,000 units on hand, December 31, cost $2.50 per unit. $2,500 

1 400 units' completed in January, cost $2.3125 per unit. 925 

Total $3,425 
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Cost op Finished Goods Inventory: 

400 completed in January, cost $2.3125 per unit. $ 925 

1 600 units ^ 1.200 completed in January, cost $2.25 per unit. 2,700 

Total $3,625 


Assume that, in adjusting and closing the accounts at the end of 
the period, the cost of goods manufactured is summarized in a manu¬ 
facturing account and cost of goods sold in the profit and loss account. 
The inventory, manufacturing, and profit and loss accounts will appear 
as follows after the goods in process and finished goods inventories 
as estimated above are recorded: 


Goods in Process 


Dec. 31 Bal., 800 units, 1 completed 500 
Jan. 31 Bal., 900 units, 3 completed 1,350 


Jan. 31 To Manufacturing 


500 


Finished Goods 


Dec. 31 

Bal., 1,000 units 

2,500 

Jan. 31 To Profit and Loss 

2,500 

Jan. 31 

Bal., 1,600 units 

3,625 




Manufacturing 


Jan. 31 

Beginning Goods in Process 


Jan. 31 Ending Goods in Process 



Inventory, 800 units, \ 


Inventory, 900 units, i 



completed 

500 

completed 

1,350 

31 

Raw Materials ILsed 

600 

31 Completed, 2,000 units to 


31 

Direct Labor 

3,500 

" Profit and Loss 

4,550 

31 

Other Manufacturing Ex- 





penses 

1,300 





5,900 


5,900 



Profit and Loss 


Jan. 31 Beginning Finished Goods 


Jan, 31 Ending Finished Goods In- 



Inventory, 1,000 units 

2,500 

ventory, 1,600 units 

3,625 

31 

Finished Goods from Manu- 





factoring, 2,000 units 

4,550 




The balance in the profit and loss account at this point reflects the 
cost of goods sold, $3,425. After remaining income and expense ac¬ 
counts are closed into the profit and loss account, the net profit or 
loss as summarized here is transferred to the appropriate proprietor¬ 
ship account. 

As suggested in Chapter 4, the manufacturing concern may close 
its accounts by summarizing manufacturing costs in the goods in proc- 
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ess account, transferring the cost of goods completed from goods in 
process to finished goods, and then transferring the cost of goods sold 
from finished goods to a separate cost of goods sold account. If this 
procedure is followed, goods in process, finished goods, and cost of 
goods sold accounts would appear as follows: 


Goods in Process 


Dec. 31 Bal., 800 units, 1 completed 500 Jan. 31 Cost of Goods Completed, 

Jan. 31 Raw Materials Used 600 2,000 units 4,550 

31 Direct Labor 3,500 

31 Other Manufacturing Ex¬ 
penses 1,300 

(Balance in the account at the end of the month, $1,350, represents the 
cost of 900 units of goods in process inventory, J completed.) 


Finished Goods 


Dec. 31 Bal., 1,000 units 

2,500 

Jan. 31 Cost of Goods Sold, 


Jan. 31 Cost of Goods Completed, 


1,400 units 

3,425 

2,000 units, from Goods 




in Process 

4,550 




(Balance in the account at the end of the month, $3,625, represents the cost 
of 1,600 units of finished goods inventory.) 


Cost of Goods Sold 


Jan. 31 Cost of Goods Sold, 

1,400 units 3,425 

(Balance in this account is to be transferred to the profit and loss account in 
summarizing operations for the period.) 


Example 2: Materials are put into process at the beginning of production. 

In the example to follow, material and processing costs must be 
calculated separately. It is also assumed that goods are transferred 
from one process to another; hence inventory valuations must be 
assigned to goods within each process at the end of the period. 

Assume the following inventories on December 31: 

Finished Goods, 1,000 units, cost $25 per unit, or $25,000. 

Goods in Process — Process C, 400 units, f completed, cost, $9,000. 

The goods in process inventory is made up of the following costs: 


Materials cost (goods from Process B) at $15 per unit. $6,000 

Processing cost in Process C, $10X300 equivalent units (400 units 
in process, f completed). 3,000 

Total $9,000 
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During January, 3,000 units enter Process C from Process B at a 
finished cost in Process B of $14 per unit. The labor and overhead 
costs charged to Process C are $24,300. On January 31, 600 units 
remain on hand in Process C estimated to be J completed in this 
process. Remaining units, 2,800, have been completed and removed 
to stock. Shipments to customers for January are 2,500 units. Materi¬ 
als are put into process in the first phase of production. The estimates 
of degree of completion of goods in process thus express only the es¬ 
timated quantity of processing costs required in the final product. 

The equivalent whole units of work performed in Process C during 
January are calculated as follows: 


Number of units completed in January. 2,800 

Deduct number of equivalent whole units in process on December 
31, 400 units estimated J completed. 300 

2,500 

Add equivalent whole units in process on January 31, 600 units 

estimated J completed. 200 

Equivalent whole units of work performed in January. 2,700 


Processing costs, $24,300, divided by the unit performance for the 
month, 2,700, gives $9, the cost per unit for work performed. Using 
the first-in, first-out method, costs for goods completed, goods in 
process inventory — Process C, goods sold, and finished goods in¬ 
ventory, are calculated as follows: 


Cost of Goods Compi.eted in Process C and Transferred to Stock: 


400 

units 

in 

process 
Jan. 1 

2,800^ 

units 

2,400 

units 

started 

and 

completed 


Material cost (cost from Process B in 

December), $15 per unit. $ 6,000 

Processing cost: 

:J completed in December, cost: $10X 


300 equivalent units (400X J). 3,000 

I completed in January, cost: $9X100 
equivalent units (400X1). 900 


Total cost of first 400 units completed 
($24.75 per unit).$ 9,900 

Material cost (cost from Process B in 

January), $14 per unit. $33,600 

Processing cost in January, $9 per unit.. 21,600 


Total cost of additional 2,400 units 
[ completed ($23 per unit). 55,200 


in 

January 


Total 


$65,100 
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Cost of Goods in Process C Inventory: 

(Material^ cost (cost from Process B in January), $14 


per unit . $ 8,400 

Processing | completed in January, cost: $9X200 equiv- 
600 unitsj alent units (600Xi). 1,800 

Total $10,200 


Cost of Goods Sold: 

1,000 units on hand December 31, cost $25 per unit.. . 
400 units completed in January, cost $24.75 per unit 
2,500 units] 1,100 units completed in January, cost $23 per unit. . 

Total 


Cost of Finished Goods Inventory: 

1,300 units completed in January, cost $23 per unit. $29,900 

The accounts in the ledger affected by the foregoing will appear 
as follows: 

Pk(K’ESS h _ 

XXX Jan. 31 Completed, to Process C, 

XXX 3,000 units 42,000 

XXX 

Pk<)(-ess C _ 

Dec. 31 Balance, 400 units 9,000 Jan. 31 Cost of goods completed, 

Jan. 31 Material cost (from Proc- 2,800 units 65,100 

ess B) 3,000 units 42,000 

31 Processing costs 24,300 

(Balance in the account at the end of the month, $10,200, represents the 
co.st of 600 units of goods in Process C inventory, J completed.) 

_ Finished Goods _ 

25,000 Jan. 31 Cost of goods sold, 2,500 

units 60,200 

65,100 

(Balance in the account at the end of the month, $29,900, represents the 
cost of 1,300 units of finished goods inventory.) 

__ Cost of G oods Sold 

Jan. 31 Cost of goods sold, 2,500 

units 60,200 

(Balance in this account is to be transferred to the profit and loss account in 
summarizing operations for the period.) 


Dec. 31 Balance, 1,000 units 

31 Cost of goods completed, 
2,800 units from 
Process C 


Dec. 31 Balance 
Materials 
Processing costs 


$25,000 

9,900 

25,300 

$60,200 
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INVENTORIES ON THE jg customary for business units to report 

B^\L^KNCE SfsEEi n j* ^ • 

trading as well as manufacturing inventories 
as current assets, even though it is recognized in some instances that 
it may take considerable time before such inventories are realized in 
the form of cash. Among the items that are generally reported sepa¬ 
rately under the inventories heading are merchandise inventory or 
finished goods, goods in process, raw materials, goods and materials 
in transit, goods out on consignment, and goods in the hands of agents 
and salesmen. 

Purchase orders should not be treated as additions to inventories, 
nor should sales orders be treated as deductions so long as title to goods 
has not passed. When goods have been formally set aside and the rec¬ 
ognition of title transfer is appropriate, purchases or sales entries are 
required with proper recognition of the effect of such transactions on 
the inventory position. Advance payment on a purchase commit¬ 
ment should not be included in inventories but should be reported 
separately as a special receivable balance until applied to the obligation 
resulting from the purchase. 

A number of parenthetical remarks or footnotes may be required 
to afford full disclosure concerning the inventory valuation procedures 
employed by the company. The basis of valuation (cost, lower of cost 
or market, etc.), together with the method of arriving at cost (lifo, 
fifo, average, or other method), should be fully indicated. The reader 
of a statement may assume that the valuation procedures indicated 
have been consistently applied. If this is not the case, the change in 
the method of valuation of inventories in developing balance sheet and 
income statement data should be explained by means of a special note 
so that the effects of the change can be fully appreciated. Such a note 
should also report net income developed in accordance with practices 
of prior years so that the reader of the statement may make intelligent 
comparisons of current operating results with those of previous periods. 
If such data are to be made available, inventory valuations in terms 
of the old procedures as well as the new will be required in the year in 
which a change is adopted. 

When the inventory costing method offers values that are materially 
less than current replacement costs, parenthetical disclosure of such 
current values should be provided on the balance sheet. The use of 
lifo and base stock methods, for example, may result in serious dis¬ 
tortions of working capital measurements. Supplementary data con¬ 
cerning market must be provided if the reader of the statement is to 
be fully informed concerning financial position. 
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When an inventory is reduced to the lower of cost or market by 
means of a valuation allowance, such an allowance is properly reported 
as a subtraction from the inventory at cost. However, if earned surplus 
has been appropriated to preserve earnings within the business for 
possible future market decline in the inventory value, such an appro¬ 
priation is reported as a part of the company’s surplus. If the decline 
fails to materialize, the surplus appropriation is no longer required 
and is returned to earned surplus. If the decline does materialize, the 
inventory loss is reported on the income statement in the year in which 
it takes place and the surplus appropriation is still returned to earned 
surplus, where it will absorb the inventory loss that is ultimately 
carried to the latter account. 

If significant inventory price declines take place between the bal¬ 
ance sheet date and the date the statement is actually prepared, 
mention of such declines should be made by footnote. When relatively 
large orders for merchandise have been placed in a period of widely 
fluctuating prices but the title to such items has not yet pa.ssed, an 
explanation should be provided concerning such commitments. Infor¬ 
mation should also be provided concerning any contingent losses on 
such purchase commitments. Similar information may be appropriate 
with respect to sales commitments. 

When inventories or sections of an inventory have been pledged 
as security on certain loan contracts, .such pledges should be mentioned 
in the inventory section. 

Inventory items, as these might appear on a balance sheet, are 
shown below: 

Inventories (valuation on the basis of cost or market, 
whichever is lower, cost being obtained by the 
first-in, first-out method); 

Finished goods; 

On hand (goods of $100,000 have been pledged as 
security on loan of $75,000 from First Stale Bank). $300,000 
On consignment. 15,000 

Finished parts. 

Goods in process. 

Raw materials: 

On hand. $210,000 

In transit from suppliers. 30,000 

Factory supplies. 

Total inventories. 


$315,000 

25,000 

300,000 

240,000 

12,000 

$892,000 
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QUESTIONS 

1. Give certain instances in which estimates of inventory costs are 
necessary or appropriate and state what procedure would be followed in 
developing satisfactory estimates of such costs. 

2. Distinguish between: (a) gross profit as a percentage of cost and gross 
profit as a percentage of sales; (b) markup cancellation and markdown; 
(c) the gross profits method of calculating estimated inventory cost and 
the retail inventory method of calculating estimated inventory cost. 

3. What is your understanding of the meaning of the '‘gross profits test'7 

4. Define (a) initial markup, (b) additional markup, (c) markup can¬ 
cellation, (d) markdown, (e) markdown cancellation, and (f) maintained 
markup. 

5. What are the advantages of the retail inventory method? 

6. (a) Does the retail inventory method eliminate the need for physical 
inventory procedures? (b) What procedure would you recommend when 
a physical inventory at retail offers an inventory balance that differs 
from inventory records maintained at retail? 

7. At what point should the cost percentage be calculated in the retail 
inventory method in order to find the most conservative new inventory 
figure? Why? 

8. A merchant taking inventory by the retail method maintains no 
separate record of markup cancellations and markdown cancellations. 
Instead he includes the former in markdowns and the latter in markups, 
as "these represent price decreases and increases resi)ectively.'' How will 
this procedure affect his inventory at (a) retail? (b) cost? 

9. (a) What is meant by the term "equivalent units"? (b) Does this 
term apply only to processing costs or is it aipplicable to raw material 
costs as well? 

10. How would you recommend that the following items be reported on 
the balance sheet: 

(a) Unsold goods in the hands of consignees. 

(b) Purchase orders outstanding. 

(c) Advance payments on purchase commitments. 

(d) Raw materials pledged by means of warehouse receipts on notes pay¬ 
able to bank. 

(e) Raw materials in transit from suppliers. 

(f) An allowance to reduce the inventory cost to a lower market. 

(g) A reserve for possible future inventory declines. 

(h) Materials received from a customer for processing. 

(i) Merchandise produced by special order and set aside to be picked up 
by customer. 

(j) Raw materials set aside and to be used in connection with plant 
rehabilitation activities. 

(k) Finished parts to be used in the assembly of final products. 

11. The McArthur Co. changes from fifo to lifo for inventory valuation 
in 1953. How should this change be accomplished on the statements 
prepared at the end of 1953? 
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EXERCISES 

1. (a) What is the percentage of profit on the basis of cost price when 
the gross profit margin is 25% of selling price? 50% of selling price? 60% 
of selling price? 

(b) What is the percentage of profit on the basis of sales price when 
the gross profit percentage is 25% of cost? 33 i% of cost? 50% of cost? 
100% of cost? 

2. (a) What percentage markon on cost is required to produce a 20% 
gross profit on sales? a 25% gross profit on sales? a 40% gross profit 
on sales? 

(b) What is the gross profit on sales if goods are marked up 20% above 
cost? 50% above cost? 60% above cost? 

3. Assume sales for a period of $100,000. What is the cost of goods sold 
under each assumption below: 

(a) Gross profit on sales is 25%. 

(b) Gross profit on cost of sales is 60%. 

(c) Goods are marked up I above cost. 

(d) Gross profit on cost of sales is 200%. 

(e) Goods are marked up 150% above cost. 

(f) Gross profit on sales is 18%. 

(g) Gross profit on cost is 18%. 

4. R. I. Kelly requires an estimate of the cost of merchandise lost by 
fire on March 7. Merchandise inventory on January 1 was $40,000. Pur¬ 
chases since January 1 were $35,000; freight in, $3,000; purchases returns 
and allowances, $2,000. Sales are made at 25%; above cost and totaled 
$42,000 to March 7. (a) What was the cost of merchandise destroyed? 
(b) What would your answer be if sales are made at a gross profit of 25% 
of sales? 

5. P. L. Warner takes an inventory at cost on January 15, 1954, which 
is $18,000. His statements are based on the calendar year, so you find it 
necessary to establish an inventory figure as of January 1, 1954. You find 
that during the period January 2-15, sales were $60,000; sales returns, 
$1,500; goods purchased and placed in stock, $54,000; goods removed 
from stock and returned to vendors, $2,000; freight in, $500. Calculate 
an inventory cost as of January 1 a.ssuming that goods are marked to sell 
at 30% above cost. 

6. The profit and loss data for the Ernst Co. follows: 


Sales Purchases 

January. $50,000 $40,000 

February. 60,000 40,000 

March. 65,000 50,000 


The merchandise inventory at cost on January 1 was $20,000. Goods 
are sold at a gross profit of 20% on sales. Compute the monthly inventory 
balances for interim statement purposes. 
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7. The income statement for P. A. Brock for the year ended December 
31, 1953, shows the following: 

Sales. $100,000 

Cost of goods sold: 

Beginning inventory. $16,000 

Purchases . 80,000 

$96,000 

Less: Ending inventory. 33,500 62,500 

Gross profit. $37,500 

Quarterly sales and purchases during 1953 were as follows: 

Sales Purchases Sales Purchases 

1st quarter.. $15,000 $10,000 3rd quarter.. $30,000 $35,000 

2nd quarter. 20,000 20,000 4th quarter.. 35,000 15,000 


Assuming that the rate of gross profit was constant during the year 
and operating exi)enses were 40% of gross profit, develop: 

(a) Quarterly summaries of operating data. 

(b) Merchandise turnover rate for the year using beginning and ending 
inventory balances. 

(c) Merchandise turnover rate for the year using quarterly inventory 
balances as developed in (a). 

8. A merchandise inventory calculated by the retail inventory method 
is $64,000. A physical count of the stock on hand shows merchandise at 
a retail value of $58,000. (a) Suggest possible reasons for the discrepancy, 
(b) What accounting treatment would be called for in each instance? 

9, Records for the Brooks Dept. Store disclose the following data: 


At Cost At Retail 

Merchandise Inventory, Jan. 1. $ 40,000 $ 60,000 

Purchases, Jan. 1-Dec. 31 . 160,000 

Sales, Jan. 1-Dec. 31 . 205,000 

Sales Returns, Jan. 1-Dec. 31. 5,000 


Inventory taken on Dec. 31 shows merchandise on hand valued at 
retail at $120,000. From the foregoing information calculate the estimated 
cost of the ending inventory. 


10. From the records kept by the Lovett Department Store, the following 
information is available for the month of January: 




At 


At 


At 

Selling 

At 

Selling 


Cost 

Price 

Cost 

Price 

Inventory, 



Markup can- 


January 1 . . 

. $ 8,400 

$ 1?,000 

cellations.. .. 

$ 800 

Purchases.. . 

48,810 

80,000 

Markdowns... . 

6,600 

Freight in... . 

2,000 


Markdown can¬ 


Additional 



cellations. . .. 

200 

markups. . 


4,300 

Sales. 

72,600 
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(1) Calculate the inventory on January 31 at (a) the sales price and 
(b) a conservative cost figure. 

(2) Assuming that a physical count on January 31 shows inventory 
at retail of $15,500, how would this be explained and what effect does 
this have on the calculation of the ending inventory? 

11. The Standard Manufacturing Company had 300 units, I finished, 
on hand on January 1; during the month 3,000 units were finished; on 
January 31 there were 400 units, I finished, on hand. How much work, 
expressed in equivalent whole units, was performed during the month of 
January? 

12. On September 1 the Moore Manufacturers had 800 units, J finished, 
in Process No. 2; during September, 2,000 units entered into Process No. 2 
from Process No. l;on September 30 there were 900 units, -J finished, in 
Process No. 2. (a) How many equivalent whole units of WH)rk were per¬ 
formed in Process No. 2 during September? (b) How many units were 
completed and transferred out of Process No. 2 during the month of 
September? 

13. The Paul Manufacturing Co. produces a single product. During 
December materials of $18,000 were requisitioned ff>r use in the factory. 
Other manufacturing costs in December w(Te: labor, $30,000; overhead 
$12,000. During December 12,000 units were comjileted and transferred 
to finished stock. On December 1 there were* 6,000 units in process in the 
factory, estimated J completed, estimated cost, $7,200. On December 
31 there were 8,000 units in jirocess, estimated ] completed. Degree of 
completion indicates the estimated portion of the total necessary cost to 
produce. What is the cost of goods completed in December and the end¬ 
ing goods in process inventory? Assume that the first-in, first-out method 
is used in calculating inventory costs. 

14. The Lloyd Co. produces Product X by a continuous processing pro¬ 
cedure. On November 30 the Process C account shows the following 
information: 


Process C 

Nov. 1 Bat,8,000 lbs. (goodsfrom Nov. 30 16,000 lbs. to Process D 

Process B at 60?^; labor 
and overhead, process¬ 
ing \ completed, at 20^) 6,400 

1-30 From Process B, 20,000 Nov. 30 Bal. (12,000 lbs., process- 

lbs. at 70?^ 14,000 ing ^ completed) 

Labor 12,000 

Overhead 6,000 


What is the cost of the 16,000 lbs. of mix leaving Process C in Novem¬ 
ber and the cost of the 12,000 lbs. remaining in process on November 30? 
Assume that the first-in, first-out method is used in calculating the cost 
of the inventory. 
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PROBLEMS 

IKFI All of the merchandise of the Terminal Market is destroyed by fire 
^ March 15, 1953. Sales and merchandise data for the year to date of 
fire were as follows: 


Sales. $65,000 

Sales returns. 2,000 

Merchandise inventory, January 1. 21,500 

Freight in. 800 

Purchases. 50,000 

Purchases returns. 1,800 


Instructions: (1) Prepare a schedule to show the estimated fire loss, as¬ 
suming that merchandise is sold at 40^% above cost. 

(2) Prepare a schedule to show the estimated fire loss, assuming that 
merchandise is sold at a gross profit that is 40% of sales price. 

KK^rThe Woodbury Men’s Store takes a physical inventory on March 
81,11953, and summarizes operations for the first quarter as follows: 

WOODBURY MEN’S STORE 
Income Statement 

For Three Months Ended March 31, 1953 


Sales. $198,000 

Cost of goods sold: 

Inventory, January 1 . $ 64,000 

Purchases. 208,000 


Inventory, March 31 


$272,000 

113,600 158.400 


Gross profit. $ 39,600 

Expenses. 13,600 


Less: Income taxes (30^;) 


$ 26,000 
7,800 


Net profit for quarter. 


$ 18,200 


In analyzing sales, purchases, and expenses, the following monthly 
totals are found: 



Sales 

Purchases 

Expenses 

January. 

. $ 50,000 

$ 75,000 

$ 3,120 

February. 

. 76,000 

64,000 

5,380 

March. 

. 72,000 

69,000 

5,100 


$198,000 

$208,000 

$13,600 
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Instructions: Prepare a comparative income statement showing operating 
detail for each of the three months. In computing the monthly inventories, 
assume that the gross profit margin remained constant throughout the three- 
month period. 

10 - 3 . Quarterly purchases and sales for the Whitney Corporation for 1953 
are listed below. The corporation began 1953 with a merchandise inven¬ 
tory of $31,515. Goods have been sold at a uniform markup of 66 2/3%. 



Purchases 

Sales 

January 1 — March 31 

$36,300 

$43,150 

April 1 — June 30 

27,900 

51,620 

July 1 — September 30 

43,815 

66,650 

October 1 — December 31 

27,000 

72,276 


Instructions: (1) Calculate the inventory for the end of each quarter. 
(^) Calculate the merchandise turnover rate for the year based upon 
qpat^rly data. 


l0)/4. /^he records of Jolson's Store shows the following data for the month 
ofXpril: 


6ales 

$168,000 

Purchases (at .>ales pri^e) 

$ 70,000 

Additional markups 

13,500 

Markup ca icellations 

3,500 

Markdowns 

28,000 

Beginning inventory (at 


Markdown cancellations 

2,000 

cost price) 

115,000 

Freight in on purchases 

2,000 

Beginning inventory (at 


Purchases (at cost price) 

40,000 

sales price). 

170,000 


Instructions: (1) Calculate the inventory at retail price. 

(2) Calculate the inventory at a conservative cost price using the retail 
inventory method. 


10-5. The following information is found in the records of Department 
No. 17 of the Crafts Store at the end of January: sales, $33,000; be- 
^ginning inventory, at cost, $28,400; beginning inventory, at selling price, 
$44,000; purchases, at cost, $9,200; purchases, at selling price, $15,^XK); 
freight in, $440; purchases returns, at selling price, $800; purchases re¬ 
turns, at cost price, $520; additional markups, $2,500; markup cancella¬ 
tions, $500; markdowns, $3,700; markdown cancellations, $1,160; em¬ 
ployee discounts, $195; estimated loss from spoilage, breakage, etc., 
at retail, $465. 

Instructions: (1) Calculate the inventory at sales price. 

(2) Calculate the inventory at a conservative cost price using the retail 
inventory method. 

10 - 6 . The Balfour Corporation engages in the production of a standard 
type of electric motor. Manufacturing costs for the month of November 
were $61,600. At the beginning of the month, company inventories 
were as follows: 

Motors in production, estimated 80% completed 2,000 units, $24,000 

Motors on hand, 100% completed 1,200 units, $18,000 
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During the month 5,000 completed units left the factory and were put 
into stock. At the end of the month, inventories were as follows: 

Motors in production, estimated 40% completed ^ 1,500 units 

Motors on hand, 100% completed 1,400 units 

Instructions: Assuming valuation on the basis of first-in, first-out, calcu¬ 
late: (1) the cost of the ending work in process and finished goods inventories 
and (2) the cost of goods sold. 

10 - 7 . On May 1 the finished goods inventory account on the books of 
Watson Manufacturing Company has a balance of $9,000 and the goods 
in process inventory account has a balance of $16,500. There were 300 
units of finished product on hand and 825 units in process, averaging I 
completed. During May the total materials cost used in production was 
$10,560; labor was $9,350; other manufacturing expenses were $7,150. 
During May 1,210 units were completed and placed in stock, and on May 
31 there were 880 units 1 completed in the factory. On May 31 there 
were 500 finished units in stock after shipments to customers. The degree 
of completion of goods in process indicates the estimated portion of the 
total necessary cost to produce. The first-in, first-out method is used in 
calculating cost. 

Instructions: Prepare summaries to show: 

(1) Equivalent number of whole units of work performed. 

(2) Cost of goods completed and transferred to finished stock. 

(3) Cost of goods in process inventory. 

(4) Cost of finished goods inventory. 

(5) Cost of goods sold. 

10-8. Franklin Metals, Inc. produces a single product. On December 1, 
1953, inventories of the company were: 


Raw Materials. $12,500 

Goods in Process (1,000 units, approximately 50completed).. . 21,250 

Finished Goods (300 units). 12,600 


During December materials of $14,000 were purchased and materials 
of $16,830 were requisitioned for use in the factory. Costs during Decem¬ 
ber were: labor, $25,780; other manufacturing costs, $12,000. During the 
month of December, 1,200 units were place in finished stock and 1,150 
units were sold at $56 per unit. At the end of the month, 1,900 units were 
in process, approximately 30% completed. Selling, general, and adminis¬ 
trative expenses for the month were $9,200. Degree of completion indi¬ 
cates the estimated portion of the total necessary cost to produce. The 
first-in, first-out method is used in calculating cost. 

Instructions: Prepare an income statement, accompanied by a cost of 
goods manufactured schedule, and summaries in support of inventory values 
iised. 
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10-9. A goods in process account on the books of Matson Manufacturers 
appears as indicated below. Materials are received from Process A and 
the degree of completion refers only to processing costs as applied to such 
materials. 


Process B 

May 1, Inventory, 1,600 


May 1-31, 3,800 units to 

units, J completed 

8,800 

Finished Goods 

1-31, 4,000 units from 


31, Inventory, 1,800 units, 

Process A. 

20,000 

2/3 completed 

Processing costs. 

32,200 



Instructions: (1) Calculate the number of equivalent whole units of work 
performed in Process B. 

(2) Determine the total costs and the costs per unit for goods completed 
and for goods in process. The first-in, first-out method is used in calculating 
costs. 


10-10. The Evanson Corporation has three processes in its factory. 
The following charges appear in the Process ^2 account for the month 
of October: 

Process #2 


Oct. 1, Inventory, 500 

units, 40% completed.. 5,400 

1-31, 6,250 units from 

Process . 65,000 

Labor. 9,500 

Other factory expenses. 5,500 


In October, 6,000 units were completed and transferred to Process #3. 
The units remaining in process on October 31 are 60%; completed. The 
degree of completion refers to processing costs only. 


Instructions: (1) Calculate the number of equivalent whole units of work 
done in Process #2. 

(2) Calculate the total costs and the costs per unit for goods transferred to 
Process ^3 and for goods remaining in Process #2. The first-in, first-out 
method is used in calculating costs. 


10-11. The operations of a department of a retail store that uses the 
retail method of inventory determination are given in the figures pre¬ 
sented below: 


Opening inventory—cost. $14,250 

Opening inventory—sales price. 19,105 

Purchases—cost. 33,771 

Purchases—sales price.. ... 46,312 

Purchase allowance. 1,093 

Freight in. 845 

Departmental transfers (debitj—cost. 100 
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Departmental transfers (debit)—sales price. $ 140 

Additional markups . 1,207 

Markup cancellations. 274 

Inventory shortage—sales price. . 704 

Sales (including sales of $4,460 of items that were marked 

down from $5,920). 37,246 


Instructions: Set up a computation showing the ending inventory at 
sales price and at cost as determined by the retail method. (A.I.A. adapted) 

10-12. On July 1, 1953, the merchandise inventory of the glove depart¬ 
ment of a department store aggregated $90,600 at retail and $54,360 at 
cost. During the following six months, the purchases and the sales were 
as follows: 


rURCHASKS 



( 'OHT 

ItKTAlL 

I’rici: 

OUIGINAL 

M AKKUP 

Net 

Sales 

July. 

. $ 24,300 

$ 40,200 

$ 15,900 

$ 24,900 

August. 

. 31,500 

55,800 

24,300 

30,500 

September. 

. 43,000 

75,900 

32,900 

38,200 

October. 

. 35,200 

60,000 

24,800 

55,300 

November. 

. 17,300 

30,300 

13,000 

58,700 

December. 

. 9,500 

15,700 

6,200 

60,900 


$160,800 

$277,900 

$117,100 

$268,500 


During these six months the following reductions were made in the 

•1 • 


retail prices: 

(a) To facilitate disposal of overstock . $ 4,000 

(b) In connection with odd lots ... 2,500 

(c) To meet competitive prices ... 3,000 

(d) Miscellaneous. 2,000 


$11,500 


In addition to the above markdowns, the selling price of certain mer¬ 
chandise was reduced in connection with a special store-wide sale held 
annually in October of each year. For the duration of the sale, the selling 
price of a lot of merchandise consisting of 300 dozen pairs of a nationally 
advertised brand of gloves was reduced from $5 per pair to $4.25 per 
pair. At the conclusion of the special sales period it was found that 26 
dozen pair remained unsold and the selling price thereof was restored to 
$5 per pair. 

During the season the selling price of a special lot of imported gloves 
that proved to be unusually popular was increased from the original selling 
price of $6 per pair to $7.50 per pair. This additional markup applied 
to 500 dozen pairs of gloves. Later in this season the additional markup 
of $1.50 was canceled on 75 dozen pairs of gloves of a certain color that 
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were not moving as fast as the remainder of the line and the price was 
reduced to the original price of $6 per pair. 

A physical inventory taken at the close of business December 31,1953, 
aggregated $94,500 at retail. The physical inventory at retail was found 
to be unusually close to the book inventory and did not show the normal 
expected shrinkage. Investigation revealed that a lot of 50 dozen pairs 
of gloves received in the last few days of the year had not been included 
in the purchases recorded in the stock record because the invoice had not 
been received until after the close of the year. This lot of 50 dozen pairs 
of gloves was purchased at a cost of $3.75 per pair and was marked to 
sell at $6 per pair. Some of the gloves included in this lot had been sold 
before the close of the year and were not included in the inventory. 

Instrvcfions: From the above information compure the following by use 
of the retail inventory method, carrying percentages to two decimal places. 

(1) The amount ol the stock shortage at retail. 

(2) The value at which the closing inventory of the glov^ department 
should be carried on tlie balance sheet. 

(3) The cost of sales for the six months ended December 31,1953. (A.I.A. 
adapted) 


10-13. The Berney Chemical Co. has perfected a process for producing 
from the three raw materials, A, B and C, two chemical compounds, Y and 
Z. 


The raw materials are required in the following proportions by weight: 


A 

B 

C 


3 parts 
5 parts 
2 parts 


10 parts 


The following diagram illustrates the manufacturing process: 

Raw Materials 
A, B, and C 


Mixing and Blending 
Cooking 


Y 

Drying and Packaging 


Pre-Z 

I 

Electrolysis 


Filtering into Drums 
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One hundred thousand (100,000) pounds of raw material will be proc¬ 
essed. The unit costs of the three raw materials are as follows: 

A. $ 2.00 per pound 

B. $50.00 per ton 

C.(8 lbs. per gallon). $ 4.00 per gallon 


Other costs of production are estimated to be: 

Mixing, blending and cooking . $16,090 

Additional costs applicable to Y: 

Drying and packaging. 4,660 

Additional costs applicable to Z: 

Electrolysis and filtering to drums. 6,920 

The cooking process reduces the weight of the combined raw mater¬ 
ials by 40%. 

Out of 100,000 pounds of original raw materials, 20,000 pounds of 
pre-Z are obtained. Of the pre-Z electrolyzed, 25% becomes a non- 
marketable precipitate; the remainder, a liquid, is filtered into 50-gallon 
drums without further attention. 

The cost of drums, which are returnable and for which customers are 
to be charged specifically, is not to be included in either the cost or the 
price of Z. 

Each product is to be sold on the basis of a list price, less 35% and 
10%. Of the net selling price of each product, 25^/^) is to bo allowed for 
selling, administrative, and general expenses (including provision for 
income tax) and 20^/^ for net profit after provision for all costs and ex¬ 
penses. 

The company has never marketed either of the products, but has 
demonstrated the existence of markets for both if they can be manufac¬ 
tured to sell at suitable prices. Its experience in producing both these and 
other chemicals leads it to believe that the aboye estimates of cost relative 
to the processing of 100,000 pounds of the three raw materials combined 
are reliable as a basis for setting a price for each of the products to be 
manufactured therefrom. 

Note: One gallon of Z weighs 7.5 pounds and one gallon of Raw Ma¬ 
terial C weighs 8 pounds. 

Instructions: From the information above, prepare the following state¬ 
ments, supported by whatever explanatory schedules you consider necessary. 
(Except for unit costs, carry computations to the nearest dollar only). 

(1) Statement to show at what list piice and at what net price per pound 
Y should be sold. 

(2) Statement to show at what list price and at what net price per gallon 
Z should be sold. 

(3) Condensed income statement to show, separately and combined, the 
results of operations in Y and Z, on the assumption that the entire quantity 
of each product manufactured will be sold at the respective prices indicated 
in the statements prepared in (1) and in (2) above, and that selling, admini¬ 
strative, and general expenses are to be included at the same estimate as is 
allowed in setting such prices. (A.I.A. adapted) 
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Current Liabilities 


NATURE OF In an economic system based so largely on 

LIABILITIES credit, one rinds many examples of credit on 

the balance sheet. Most goods and services are purchased on account. 
Funds are borrowed from commercial banks for working capital pur¬ 
poses. Large sums needed to finance new buildings and machinery are 
provided by bond issues. During the lives of such obligations, interest 
accrues as an additional liability. Taxes accrued but not yet due appear 
as liabilities until paid. Employees working for the enterprise are 
creditors until paid. 

Obligations of the business unit must be fully recognized and 
properly measured on the balance sheet if both the creditors’ interest 
and the residual owners’ interest in business asscls are to be reported 
accurately. Appropriate di.stinction in liability presentation between 
current and noncurrent items is necessary if the company’s working 
capital position is to be accurately defined. 

Full recognition on the balance sheet of contingent claims, those 
liabilities that may materialize as a result of certain past acts or present 
conditions, is also essential. The materialization of contingent claims 
may result in a change in existing creditor and ownership equities. 
Furthermore, such materialization will normally call for current pay¬ 
ment. Contingent claims, therefore, must be considered along with 
presently existing claims in arriving at judgments concerning a com¬ 
pany’s ability to meet debt requirements. 

This chapter considers the problems relating to determination, 
measurement, and presentation of current and contingent liabilities. 
The problems relating to long-term obligations are considered in 
Chapter 19. 


CURRENT LIABILITIES It was suggested in Chapter 1 that current 

liabilities are broadly defined to include 
(1) all claims arising from operations related to the operating cycle and 
payable within the course of such a cycle and (2) all other claims that 
are to be liquidated within a year. These current liabilities make a 
claim against resources classified as current. Current liabilities are 
subtracted from current assets in arriving at the company’s working 
capital. 
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Items entering into the current liability grouping may be classed 
under the following headings: (1) notes and accounts currently pay¬ 
able, (2) current maturities of long-term obligations, (3) cash dividends 
payable, (4) accrued expenses, and (5) prepaid income items including 
customers’ advances making claims upon current assets. These classes 
are described in the following paragraphs. 

NOTES AND Both notes and accounts that are currently 

PAYABLE^* CURRENTLY payable originate from a number of different 

transactions. Notes payable may be grouped 
as follows: notes issued to trade creditors for the purchase of goods 
and services; notes issued to banks for loans; notes issued to officers, 
stockholders, and employees for advances; and notes issued to others, 
including notes issued for the purchase of equipment, etc. Current 
accounts payable may consist of a wide variety of items, such as: 
amounts owed trade creditors for the purchase of goods and services; 
amounts owed for the purchase of property items and securities; bank 
overdrafts; credit balances in customers’ accounts; customers’ re¬ 
fundable deposits; advances from officers, stockholders, and em¬ 
ployees; and guaranteed dividends on stock of affiliated companies. 

In the presentation of current payables for statement purposes, it 
is normally desirable to classify notes and accounts in terms of the 
special origins of these items. Such a presentation affords information 
concerning the sources of business indebtedne.ss as well as the extent 
to which the business has relied upon such sources in financing its 
activities. 

In arriving at the total amount owed trade creditors, particular 
attention must be given to the purchase of goods and services at the 
end of the period. Both the goods and the services acciuired, as well 
as the accompanying obligations, must be reflected on the statements 
even though invoices evidencing the charges are not received until the 
following period. 

Individual notes and accounts are frequently secured by the pledge 
of certain assets. Assets pledged may consist of marketable securities, 
notes receivable, accounts receivable, inventories, or plant and equip¬ 
ment items. The pledge of an asset limits the use or the disposition of 
the asset or its proceeds until the related obligation is liquidated. 
In the event of bankruptcy, the cash that is realized on an asset that 
has been pledged must first be applied to the satisfaction of the related 
debt. An obligation is partly secured or fully secured depending upon 
whether the value of the pledge is less than the amount of the claim or 
whether such value is equal to or in excess of the claim. It has already 
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been suggested that reference is made to a lien on an asset by paren¬ 
thetical remark in the asset section. It is also desirable to provide 
in connection with the liability item a parenthetical note or footnote 
that identifies the asset pledged and indicates its present market value. 
Those using the balance sheet are thus informed concerning obligations 
that make special claims on specific property items. 


CURRENT MATURITIES Bonds, mortgage notes, and other long-term 

OBLIGATIONS^ indebtedness are reported as current lia¬ 

bilities if they mature within twelve months 
following the date of the balance sheet. WTien only a part of a long¬ 
term obligation is payable currently, as in the case of bonds that are 
payable in a series of annual installments, the maturing portion of the 
debt is reported as current, the balance as noncurrent. But, if the 
maturing obligation is payable out of a sinking fund or if it is to be 
retired from the proceeds of new bonds or mortgages, it will not call 
for the use of current funds and hence should continue to be listed as 
noncurrent with appropriate reference to the plan for its liquidation. 


DIVIDENDS PAYABLE A cash dividend that is declared by appro¬ 
priate action of the board of directors is 
recorded by a charge to Earned Surplus and a credit to Cash Dividends 
Payable. The latter balance is reported as a current liability. The 
declaration of a dividend payable in the form of additional shares of 
stock is recorded by a debit to Earned Surplus and a credit to Stock 
Dividends Payable. The latter balance does not appear in the lia¬ 
bilities section of the balance sheet; instead it is reported in the capital 
section, since it represents a transfer not yet completed from Earned 
Surplus to Capital Stock. 

A company with cumulative prefeired stock outstanding may have 
sufficient surplus for the legal declaration of a dividend but may fail 
to declare a dividend in order to retain working capital for other pur¬ 
poses. A liability is not recognized here, for dividends do not accrue 
as does interest; nevertheless the amount of cumulative dividends 
unpaid should be reported on the balance .sheet. This amount may be 
shown parenthetically in the capital section following a description of 
the stock or it may be reported by a footnote. Readers of the statement 
are entitled to full information regarding any cumulative dividends in 
arrears. 

ACCRUED EXPENSES A subsection under current liabilities may be 

devoted to those expenses that have accrued 
as of the balance sheet date. An examination of the expense accounts 
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as well as of the obligations that are interest-bearing is required in 
determining the accrued expenses. Some of the most common accrued 
items include those for sales taxes; payroll taxes, including federal 
old-age benefits tax, employees’ federal income tax withholdings, and 
federal and state unemployment insurance taxes; salaries, wages, and 
bonuses; real estate taxes; license fees; and interest. The problems 
involved in the measurement of several of these items require special 
consideration. 


SALES TAXES With the passage of sales tax laws by states 

PAYABLE municipalities, certain new duties are 

required of business. Laws generally provide that the business unit 
must act as an agent for the governmental authority in the collection 
of sales taxes. Provision must be made in the accounting records for 
determining the liability of the business to the government for amounts 
collected. 

Sales Tax Collections Included in Sales Balance. The sales taxes 
payable are generally a stated percentage of sales. When the sales tax 
collections as well as sales are recorded in total in the sales account, it 
becomes necessary to divide this amount into its component parts. 
Sales and Sales Taxes Payable. For example, if the sales tax is B% of 
net sales, then the amount recorded in the sales account is sales + .03 
of sales, or 1.03 times the sales total. The amount of sales is obtained 
by dividing the sales account balance by 1.03, and 3% of the sales 
amount as thus derived is the tax liability. To illustrate, assume that 
the sales account balance is $100,000, which includes sales taxes of 3%. 
Sales, then, are $100,000 -r- 1.03, or $97,087.38. Three per cent of 
this amount, or $2,912.62, is the sales tax liability. Entries for the 
period would appear as follows: 


Cash (or Accounts Receivable). 100,000.00 

Sales. 100,000.00 

To record the sales for the period in¬ 
cluding sales taxes. 

Sales. 2,912.62 

Sales Taxes Payable. 2,912.62 

To record the sales tax liability for the 
period. 


Sales Tax Collections Recorded Separately. Frequently the actual 
sales total and the sales tax collections are recorded separately at the 
time of sale. The sales taxes payable account then accumulates the 
sales tax liability. If sales tax collections are not exactly equal to the 
sales tax liability for the period as computed under the law’, the sales 
taxes payable account will require adjustment to bring it to the balance 
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due. In making this adjustment a gain or a loss on sales tax collections 
is recognized, and this balance is ultimately closed into the profit and 
loss account. To illustrate, assume that actual sales of a retail store 
for a month were $25,000, of which $15,000 were credit sales and 
$10,000 were cash sales; sales taxes of $451 were charged on credit 
sales and sales taxes of $271 were collected on cash sales. The law 
provides that the sales tax liability shall be 3% of retail sales. Entries 
for the period would be made as follows: 


Cash. 10,271 

Accounts Receivable . 15,451 

Sales Taxes Payable. 722 

Sales. 25,000 

To record sales and sales taxes for the month. 

Loss on Sales Tax Collections. 28 

Sales Taxes Payable. 28 


To increase the sales tax liability to .S',', of 
$25,000, or $750. 


PAYROLL TAXES Social security and income tax legislation 

impose four taxes based upon payrolls: 

(1) Old-Age and Survivor Insurance. The 
Federal Insurance Contributions Act, generally referred to as the 
federal old-age retirement legislation, provides for an equal tax on 
employer and employee to provide funds for old-age and .survivor 
insurance benefits for certain classes of workers and members of their 
families. Benefits accrue to workers at the age of 65 and are based on 
the average monthly wage. 

As originally enacted, the legislation provided for a tax of 1% on 
employer and employee to begin on January 1, 1937, with increases in 
rates to take effect in later years. Beginning January 1,1951, the rate 
w’as increased to 11%. Under current legislation, an employee con¬ 
tributes 11% on wages up to $3,600 a year received from any number 
of employers, although taxes in excess of $3,600 received from two or 
more employers will be refunded to the employee on application. The 
employer pays the same rate on wages up to $3,600 paid to each em¬ 
ployee during the year.' 

Employers of one or more persons, with certain exceptions, come 
under the law. Among the employment groups excluded are domestic 
service in a local college club or local chapter of a college fraternity or 
sorority; casual labor not in the course of the employer’s trade or 


*In January, 1953, the rate on employee and employer was still l\%. The rate 
on both employee and employer is scheduled to rise to 2% on January 1, 1954, and to 
rise at intervals thereafter until it reaches a maximum of 31% in 1970. However, 
Congress may act to postpone rate increases as was done originally in the change 
from 1 %. 
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bxisiness; service performed by an individual in the employ of his son, 
daughter, or spouse, and service by a child under the age of 21 in the 
employ of a parent; services in the employ of religious, charitable, 
educational, and certain other agencies not conducted for profit (unless 
the organization and two thirds of its employees request coverage); 
services covered by the Railroad Employment Insurance Act; service 
performed as a student nurse or intern in a hospital; services per¬ 
formed by one under the age of 18 in the delivery or distribution of 
newspapers; service in the employ of the federal government, state, or 
political subdivision thereof, including any instrumentalities of the 
foregoing.’ 

The amount of the employee’s tax is withheld from the wage pay¬ 
ment by the employer. This amount is remitted by the employer, 
together with his own tax, to the Director of Internal Revenue. The 
employer is responsible for the tax even when he fails to withhold 
amounts from employees representing their contribution. 

(2) Federal Unemployment Insurance. The Federal Social Security 
Act and the Federal Unemployment Tax Act provide for the establish¬ 
ment of unemployment insurance plans. Employers of 8 or more 
persons, with certain exceptions similar to those under old-age retire¬ 
ment legislation, are affected. 

Under the law, the federal government taxes eligible employers at 
3% on the first $3,000 paid to every employee during the calendar year 
less a credit of up to 90% of this amount for taxes paid under state 
unemplo 3 rment compensation laws. No tax js levied on the employee 
by the federal government. When an employer is subject to a tax of 
2.7% or more as a result of state unemployment legislation, the tax 
payable to the federal government, then, is .3 of V of the wages. 
Payment to the federal government is made on or before January 1 
for the preceding calendar year. The actual unemplo>inent benefits 
are provided by the systems created by the individual states. Revenue, 
of the federal government under the acts are used to meet the cost of 
administering state and federal unemplo 3 Tnent plans. 

(3) State Unemployment Insurance. State unemployment com¬ 
pensation laws are not the same in all states. In most states laws 
provide for taxes only on employers; but in a few states taxes are 
applied on both employers and employees. Each state law specifies the 
classes of employees that are exempt, the number of employees that 
are required or the amount of wages that must be paid before the tax 

^These were the groups excluded in January, 1953; changes in such exclusions 
may be made at any time. 
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is applicable, and the contributions that are to be made by employers 
and employees. In a number of states the tax is applicable only when 
8 or more persons are emploj’ed, as in the case of the federal legislation; 
in other states the minimum number of employees ranges from 1 to 6. 
Exemptions are normally similar to those under the federal act. Tax 
payment is frequently required in the month following each calendar 
quarter. 

While the normal tax on employers may be 2.7%, a state may 
provide merit rating or experience plans that provide for lower rates 
based upon employers’ individual experience histories. Thus employers 
with stable employment records are taxed at a rate in keeping with the 
limited amount of benefits requiretl for their employees; employers with 
less satisfactory employment records contribute at a rate more nearly 
approaching 2.7% in view of the greater amount of benefits paid to 
their employees. Savings under state merit systems are allowed as 
credits in the calculation of the federal contribution, so that the federal 
tax does not exceed .3 of 1% even though payment of less than 2.7% 
is made by an employer entitled to a lower rate under a merit rating 
scheme. 

(4) Income Tax Withholding. Since 1943 federal income taxes on 
indixiduals have beim collected at the time income is earned instead 
of in the calendar year following th(‘ earnings. With the change to the 
"pay-as-you-go” plan, employers were required to withhold income 
taxes from wages paid to their ('mployees. Withholding is required 
not only of employers engaged in a trade or business, but also of 
religious and charitable organizations, educational institutions, social 
organizations, and governments of the United States, the states, the 
teiTitories, and their agencies, instrumentalities, and political sub¬ 
divisions. Certain classes of wage payments are exempt from with¬ 
holding, although these still represent income subject to income taxes 
to the recipient. Employers ai'e not required to withhold a tax on wages 
paid to the following classes of employees; members of the armed 
forces of the United States if in a combat zone; agricultural workers 
under certain conditions; domestic servants in a private home, local 
college club, or local cha])ter of a college fraternity or sorority; casual 
employees not employed in the course of the employer’s trade or 
business; citizens or residents of the United States employed by a 
foreign government; citizens or residents of the United States employed 
outside of the United States; ministers of the gospel; public officials 
as to fees, but not as to salaries; employees of an international organiza¬ 
tion; certain classes of nonresident aliens who enter and leave the 
United States at frequent intervals. 
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An employer must meet withholding requirements under the law 
even if wages of no more than one employee are subject to such action. 
The amounts to be withheld by the employer are developed from 
formulas provided by the law or from tax withholding tables made 
available by the government. Withholding is based upon the length 
of the payroll period, the amount earned, and the number of family 
exemptions to which the employee is entitled. The employer reports 
information concerning the amounts withheld and makes payment to 
the Director of Internal Revenue. When the total amount withheld 
for old-age benefit taxes and federal income taxes does not exceed $100 
a month, payment is required on or before the last day of the month 
following the calendar quarter. When the total amount withheld 
for both types of taxes does exceed $100 a month, payment is required 
in the following month. 

Employees subject to withholding taxes still prepare tax returns 
at the end of the year. In calculating the tax liability for the year, it is 
determined whether any additional tax payment is due or whether 
amounts withheld exceed the amount due, thus calling for a refund 
from the government for tax overpayment. 

When income from salaries and wages exceeds a certain amount or 
when income in excess of $100 is received from sources not subject to 
withholding, such as business profits, rentals, and dividends, an 
individual is requii-ed to estimate in advance his income tax liability 
for the current year and to make quartf^rly payments on such estimates. 
A tax return is still prepared at the end of the year summarizing actual 
income and the tax liability; this return operates as a basis for an 
additional tax payment or as a claim for a tax refund. 

To illustrate the accounting procedure for 
INCOME TAX payroll taxes and income tax withholdings, 

WITHHOLDINGS assume that salaries in January, 1953, for a 

retail store with 10 employees are $3,000. The state unemployment 
compensation law provides for a tax on employers of 2.7%. Income 
tax withholdings for the month are $420. 

Entries for the payroll and the employer’s payroll taxes follow: 


Salaries and Wages. 8,000 

Old-Age Benefit Taxes Payable. 45 

Employees Income Taxes Payable. 420 

Cash. 2,535 


To record payment of payroll of $3,000 after de¬ 
duction of 1]% for employees’ contribution for 
federal old-age benefits and $420 for employees’ 
tax withholdings. 
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Payroll Tax Expense I 35 

State Unemployment Taxes Payable 81 

Federal Unemployment Taxes Payable 9 

Old-Age Benefit Taxes Payable 45 


To record the payroll tax liability of the employer: 

( 1 ) State unemployment contributions - 2.7% 
of $3,000, or $81. 

(2) Federal unemployment tax — .3', ^ 3 ^f less 
credit of 90%, or 2.7%) of $3,000, or $9. 

(3) Old-age benefit tax— ll<^c of $3,000, or $45. 

When tax pa.vments are made to the proper agencies, the tax 
liability accounts are debited and Cash is credited. 

The emploj/er’s payroll taxes, as well as the taxes withheld from 
employees, are based upon amounts paid to emplojees during the 
pei'iod regardless of the basis employed for measuring income. When 
accounting reports are prepared on the accrual basis, the employer 
w ill have to recognize both accrued payToll and the employer’s pasroll 
taxes relating thereto by adjustments at the end of the accounting 
period. In adjusting the accounts for accrued pa>roll, however, recog¬ 
nition of the amounts to be withheld for employees’ taxes may be 
ignored. The entries recording the accrued payroll and the employer’s 
pa 3 Toll taxes are reversed at the start of the new period. The next 
regular payment of wages is recorded in the usual manner, giving 
recognition to the employees’ taxes based upon the entire payroll and 
the residual amounts payable to employees; a second entry is made at 
this time recording Ihe accrual of the employer’s pajToll taxes based 
upon the full amount of the pajroll. The accrual of payroll and taxes 
at the end of the period as indicated provides accurate statements 
while deferring the analysis of pavroll as to amounts payable to the 
government and to employ ees until the w age payment date. 

Agreements with emploxees may provide for payroll deductions 
and employer contributions for such other items as group insurance 
plans, pension plans, savings bonds purchases, union dues, etc. 'The 
accounting procedures that are followed in these instances are similar 
to those already described for payroll taxes and income tax with¬ 
holdings. 


LIABILITY UNDER Bonuses accruing to officers, managers, or 

BONUS AGREEMENTS employees at the end of a period are recorded 
by a charge to an operating expense account and a credit to an accrued 
expense balance. Such employee bonuses, even though they may be 
defined as a sharing of profits with an employee, are deductible expenses 
in the calculation of the business income taxes payable. 
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Special problems frequently arise in the calculation of the amount 
of the bonus accruing to personnel. An agreement may provide for 
bonus calculation on the basis of gross revenue or sales, or on the basis 
of profit from business operations. When business profit is to be used, 
the calculation will depend upon w'hether the bonus is based on: 
(1) profit before deductions for bonus or income taxes, (2) profit after 
deduction for income taxes but before deduction for bonus, or (3) profit 
after deductions for both bonus and income taxes. To illustrate the 
calculations required in each of the three instances, assume the follow¬ 
ing facts: Parker Sales, Inc., gives the sales managers of its individual 
stores a bonus of 10% of store profit. Profit for Store No. 1 for 1953 
before any charges for bonus or income taxes was $100,000. Income 
taxes were 40% of net profit. 

Let B = Bonus 

T = Income Taxes 

(a) Assuming that the bonus is based on profit before deductions for 
bonus or income taxes: 

B = .10X$100,000 
B = $10,000 

(b) Assuming that the bonus is based on profit after deduction for income 
taxes but before deduction for bonus: 

B = .10 ($100,000-T) 

T = .40 ($100,000-B) 

Substituting for T in the first equation and solving for B: 

B = .10 |$100,000-.40 ($100,000-B)J 
B = .10 ($100,000-$40,000+.40B) 

B = $10,000 - $4,000+.04B 
B-.04B = $6,000 
.96B = $(),000 
B = $6,250 

Substituting for B in the second equation and solving for T: 

T = .40 ($100,000-$6,250) 

T = .40 X $93,750 
T = $37,500 

Calculation of the bonus may be proved as follows: 


Profit before bonus and income taxes. $100,000 

Deduct income taxes. 37,500 

Profit after income taxes. $ 62,500 

Bonus applied to profit after income taxes. 10% 


Bonus 


$ 6,250 
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(c) Assuming that the bonus is based on profit after deductions for 
bonus and income taxes: 

B = .10 ($100,000-B-T) 

T = .40 ($100,000-B) 

Substituting for T in the first equation and solving for B* 

B = .10 [$100,000-B-.40 ($100,000-B)l 
B = .10 ($100,000-B-$40,000+.40B) 

B = $10,000 - .IB - $4,000+.04B 
B+.IB- .04B = $10,000-$4,000 
1.06B = $6,000 
B = $5,660.38 

Substituting for B in the second equation ind solving for T: 

T = .40 ($100,000-$5,060.38; 

T = .40 X $94,339.62 
T = $37,735.85 


Calculation of the bonus is pro\ed in the follov'ing summary: 


Profit before bonus and income taxes $100,000.00 

Deduct' Bonus $ 5,660.38 

Income taxes 37,''P'i.85 43,396.23 

Profit after bonus and income taxes $ 56,603.77 

Bonus applied to profit after bonus and income taxes 10'^, 

Bonus $ 5,660.38 


Assuming the facts in the last example, the adjusting entries to 
record the accrued bonus and income taxes and the closing entries to 
transfer expenses to Profit and Loss and to close Profit and Loss to 
Earned Surplus txould be as follows; 


Manager's Bonus 

Bonus Payable 

5,060.38 

5,660.38 

Income Taxes 

Income Taxes Payable 

37,735.85 

37,735.85 

Profit and Loss 

Manager’s Bonus 

Income Taxes 

43,396.23 

5,660.38 

37,735.85 

Profit and Loss 

Earned Surplus 

56,603.77 

56,603.77 


LIABILITY UNDER A company may provide for pension pay- 

PENSION AGREEMENTS j^gnts to employees by means of self- 

administered funds or by the payment of premiums to an insurance 
company that assumes responsibility for pension payments. Costs of 
pensions that arise from current services should be charged against 
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current revenue. Entries that record salaries and wages should be 
accompanied by entries that recognize the related pension costs and 
liability accruals. Pension expense should be reported on the income 
statement in the sections in which related pa3Toll charges are shown. 

When a pension plan is self-administered, a company normally 
recognizes the accrual of the pension obligations in the accounts and 
at the same time provides a pension sinking fund to meet such obliga¬ 
tions. The periodic recognition of the pension benefits accruing to 
employees calls for a debit to a pension expense account and a credit 
to a pension liability account; the transfer of cash to the sinking fund 
calls for a debit to a pension fund cash account and a credit to Cash. 
The subsequent payment of pensions is recorded by a debit to the 
liability account and a credit to the pension fund cash account. The 
liability account should be given a title such as Estimated Pensions 
Payable or Estimated Amounts Payable under Employee Retirement 
System, in view of the estimated nature of the obligation reported. 
The liability balance would be reported as a noncurrent item, since 
sinking fund cash will be applied in its satisfaction. 

A company that pays for a pension plan to be administered by an 
insurance company requires neither a sinking fund nor the recognition 
of a liability for accrued pensions on its books. Premiums under the 
pension plan accrue to the insurance company based upon the number 
of employees, their ages, and the benefits to be provided upon their 
retirement. Plntries are made on the company books charging expense 
and crediting the insurance company for the accrual of such premiums. 
Payments to the insurance company are charged to the accrued lia¬ 
bility; at the end of the fiscal period any premium accrued but unpaid 
is reported as a current liability. 

A special accounting problem arises when a company in establishing 
a pension plan wishes to recognize past services of employees. Special 
costs are involved if benefits to be paid to retiring employees are to 
provide for recognition of services rendered prior to the date the 
pension plan is adopted. Here, one is faced with two possibilities as 
to the accounting treatment of the special charges attributable to past 
services: (1) Shall these charges be treated as extraordinary charges or 
direct subtractions from earned surplus on the theory that they repre¬ 
sent costs that are related to the revenue of preceding years? (2) Shall 
these charges be treated as charges to revenues of the present and future 
periods on the theory that they represent costs that are incurred in 
contemplation of present and future benefits accruing to the organiza¬ 
tion? TTie latter position is taken by the Committee on Accounting 
Procedure of the American Institute of Accountants, which states; 
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• • • The element of past services is one of the important considerations 
of most pension plans and costs incurred on account of such services 
contribute to the benefits gained by the adoption of a plan. It is 
usually expected that such benefits will include better employee 
morale, the removal of superannuated employees from the payroll, and 
the attraction and retention of more desirable personnel, all of which 
should result in improved operations.* 

Hence the Committee concludes; 

(a) Costs of annuities based on past services should be allocated 
to current and future period®; provided, however, that if they are not 
sufficiently material in amount to distort the results of operations in 
a single period, they may be absorbed in the current year. 

(b) Costs of annuities based on past services should not be charged 
to surplus.* 

Following recommendations of the Institute Committee, periodic 
charges that arise from recognition of past services are reportable as 
operating expense. When recognition of pa«t services calls for future 
periodic charges that are material in amount, reference should be made 
by statement note to future requirements under the plan. If a lump 
sum is paid in recognition of past services, such payment, when 
material, would be deferred and amortized sjotematically over some 
reasonable term. 

It may be observed that for income tax purposes an employer may 
deduct each year an amount not to exceed 10% of the cost of funding 
such past services until the full cost has been recovered. This deduction 
may be added to the “normal cost of the plan,” which is the cost of 
the actual pension credit arising out of the current year’s active 
employment. 

income Amounts received from customers for goods 

ITEJMS JMJ^KInCs ^ 

CLAIM ON CURRENT and services to be provided in the future are 
ASSETS recorded as prepaid income items. When 

there are significant costs involved in the course of the realization of 
the income and such costs are to be met from current assets presently 
reported, the prepaid item is properly shown as a current liability. 
Fees received in advance by a school and subscriptions received in 
advance by a publisher are current liabilities; advances received from 
customers on purchase orders are likewise current. When the services 
or the goods are applied to liquidation of the obligation, a profit or a 
loss emerges for the difference between the income item that has now 
been realized and the costs that have been applied to its realization. 

^Accounting Research Bulletin No. 36, “Pension Plans — Accounting for Annuity 
Costs Based on Past Services/’ November, 1948 (New York; American Institute of 
Accountants), p. 280, 

*Loc. cit. 
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ESTIMATED The valuation problem is generally a rela- 

LIABILITIES tively minor one in the case of liabilities, 

since the amounts of the obligations are normally fixed by contract or 
accrue at a definite rate. But there are some instances when liabilities 
are not definitely measurable in amount at the time statements are 
prepared. Such claims must be estimated from whatever data may be 
available. The amount to be paid in the form of income taxes, for 
example, must be estimated in the preparation of interim statements, 
or at the end of the period if the tax return has not yet been prepared. 
While there is doubt as to the ultimate amount payable, the obligation 
is definite and the item requires recognition as a current liability in 
view of the near-term demand that it will make upon current assets. 
Expenditures to emerge from current activities and the realization of 
current income, as, for example, the cost of meeting guarantees for 
servicing and repairs on goods sold, call for estimates. Here the amount 
of the expenditures cannot be finally determined nor can the parties 
involved in the claims be identified; but the fact that there are costs 
yet to be absorbed is definite. Liabilities that are established to meet 
estimated costs arising from current activities are frequently referred 
to as operating reserves. The liabilities mentioned generally call for 
current liquidation and hence are classified under the current heading. 

Certain long-term liabilities also call for estimates. It was indicated 
earlier that a self-administered pension plan calls for estimates as to 
the amount ultimately payable to employees in the form of pensions. 
While the ultimate requirements under the plans are not known, the 
fact that there is a liability is definite. Such an estimated obligation is 
not a claim on current resources and hence is reported as a long-term 
obligation. 

Liabilities definite in existence but estimated in amount are com¬ 
monly termed “reserves.” However, it was suggested in an earlier 
chapter that this practice should be discouraged and account titles 
should be used that indicate the exact nature of the item. “Estimated 
Income Taxes Payable” is preferable to “Reserve for Income Taxes”; 
“Estimated Amounts Payable under Retirement Plans” is preferable 
to “Reserve for Retirement Plans.” It may be noted that there has 
been significant progress in this direction since the issue of Accounting 
Research Bulletin No. 34 recommending limitation of the reserve 
designation to appropriations of earned surplus.' 

When a separate “Reserves” heading is found in the liability section 
of a balance sheet, it is important to determine whether satisfactory 
practice has been followed with respect to presentation of items under 

* Refer to Chapter 1, pp. 21 and 22, for a discussion of this bulletin. 
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this heading. When this classification is used, it should include only 
long-term estimated liabilities. Sometimes such diverse items as asset 
valuation accounts, short and long-term liabilities, and surplus reserves 
are found under this heading. ^Tien such a practice is encountered, 
special attention must be directed to the individual items within this 
category if the balance sheet position is to be properly interpreted. 
Special investigation is necessary when in a “Reserves” section on a 
balance sheet are found such account titles as “General Reserve,” 
“Special Reserve,” and “Contingency Reserve.” Such designations 
offer no information as to the real nature of the account balance. 

Representative of the classes of .short-term estimated liabilities 
that are frequently found on financial .statements are the following: 

Estimated Tares PaijahJe, reporting the e.stimated income, state 
franchise, and other tax obligations not exactly detei-minable on 
the balance sheet date. 

Estimated Premium Claims Outstanding, reporting the estimated 
value of prizes or premiums that are to be distributed as a result 
of past sales or sales promotion activities. 

Estimated Claims tinder Guarantees for Service and Replacements, 
reporting the estimated futui-e claims as a result of past guaran¬ 
tees of articles sold or service commitments. 

Estimated Claims on I'nlxcns, Tickets, and Purchase Orders Out- 
sfatiding, reporting th(' estimated obligations in the form of mer¬ 
chandise or services ari.sing from the receipt of cash in the past. 

Some of the problems arising in the development of the balances to 
be reported for these classes of items arc described in the sections that 
follow. 

ESTIMATED TAX Estimates are required for all taxes that are 

LIABILITIES related to current activities but that are not 

finally known at the time statements are prepared. Estimates may 
thus be called for in the case of federal income taxes, state income or 
franchi.se taxes, real and pensonal property taxes, and various other 
licenses and fees. Tax rates vary from year to year. Normally, the 
best guide as to current tax rates is found in rates that were applicable 
in the preceding period. When legislative bodies are considering re¬ 
visions in tax rates and their application, such available evidence 
should be considered in developing estimates. When tax laws have 
already been finally enacted, these are applied in arriving at tax 
estimates. Not only may rates have to be e.stimated, but also the base 
to which such rates are applicable may require estimate. In the case of 



310 


INTERMEDIATE ACCOUNTING 


[Ch. 11 


income taxes, for example, estimates of the income subject to tax are 
required unless tax data are to be fully compiled before the accounting 
statements are drawn up. In the case of real and personal property 
taxes, the valuation to be assigned to properties owned may require 
calculation in arriving at an estimated tax liability prior to receipt of 
the tax bills. 

Estimated taxes are recorded by a charge to an expense account 
and a credit to a liability account. When the actual obligation is known 
and is paid, the accrued balance is canceled. Any difference between 
the amount paid and the obligation originally recognized, if of rela¬ 
tively minor amount, may be reported as an operating item of the 
current period; if the difference is material, it should be recognized as 
an extraordinary item or as an adjustment to Earned Surplus. 

Real and personal property taxes frequently give rise to special 
problems. Accounting for such taxes is illustrated in the example that 
follows. Assume that the fiscal period for the Baldwin Co. is the 
calendar year. The fiscal period for the city in which this company is 
located begins on July 1 and ends on the following June 30. Real and 
personal property taxes are assessed in March, but bills are sent out in 
November covering the year commenced on July 1 and ending the 
following June 30. Tax payments in equal installments are due on 
December 5 and the following April 20. The Baldwin Co. considers 
the taxes to cover the city’s fiscal period and hence accrues taxes on its 
books monthly in terms of the fiscal period of the governmental unit. 

On July 1, 1953, the Baldwin Co. estimated total property taxes 
for the year July 1,1953-June .30,1954 at $1,800. On November 4 the 
company received a tax bill for 1953-54 of $1,842. Entries to record 
the monthly tax charges and tax payments follow: 

Transaction Entry 


July 31 

Estimated taxes for 1953 54, $1,800. Property Taxes. 150.00 

Monthly accrual, ,'.jX$1,800, or Estimated Property 

$150. Taxes Payable. . . . 150.00 

August 31 

Monthly accrual (estimated). Property Taxes ... . 150.00 

Estimated Property 

Taxes Payable. 150.00 

September 30 

Monthly accrual (estimated). ' Property Taxes. 150.00 

Estimated Property 
I Taxes Payable. 150.00 
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Transaction Entry 


October 31 

Monthly accrual (estimated). 


November 30 

Amount of taxes for year $1,842.00 

Amount chargeable to date 
4X$153.50 ($1,842-M2) $ 614.00 

Accrual recognized to date 
4 X $150.00 600.00 

Tax deficiency prior 

periods $ 14.00 

Add accrual for November 153.50 

Total charge to bring ac¬ 
crued taxes up to date $ 167.50 


December 5 

Payment of first installment, 50^ ^ of 
$1,842, or $921, chargeable as follows: 
July November (accrued) $767.50 
December (current period) 153.50 

$921.00 


December 31 

No entry — tax charge for December 
recorded on December 5. 

January 31 
Monthly accrual. 


February 28 
Monthly accrual. 


March 31 
Monthly accrual. 


Property Taxes 150.00 

Estimated Property 
Taxes Payable 150.00 


I Properly Taxes 167.50 

I Estimated Property 
I Taxes Payable 167.50 


Estimated Property 
Taxes Payable 767.50 

Property Taxes 153.50 

Cash 921.00 


Property Taxes 153.50 

Property Taxes 

Payable 153.50 


Property Taxes 153.50 

Property Taxes 

Payable 153.50 


Property Taxes 153.50 

Property Taxes 

Payable 153.50 
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Transaction 


Entry 


April 20 

Payment of second installment, 50^; 
of $1,842, or $921, chargeable as 
follows: 

Jan.-Mar. (accrued) $460.50 

Apr. (current period) 153.50 

May and June (prepaid) . 307.00 


Property Taxes 
Payable 
Property Taxes 
Prepaid Property 
Taxes 
Cash 


$921.00 


460.50 

153.50 

307.00 

921.00 


April 30 

No entry — tax charge for April re¬ 
corded on April 20. _ 

May 31 

Monthly amortization of prepaid | Property Taxes 153.50 

amount. i Prepaid Property 

Taxes 153.50 

Junk 30 

Monthly amortization of prepaid Property Taxes . 153.50 
amount. I Prepaid Property 

_ Taxes _ 153.50 

It should be noted that when the actual tax charge became known 
in November, a correction was indicated for charges of previous months. 
As the adjustment involved was not material, it w^as charged to the 
expense of November rather than being identified with prior periods. 

The Committee on Accounting Procedure of the American Institute 
of Accountants states: ‘‘As a general proposition, it w^ould appear 
that the most acceptable basis of providing for property taxes is for 
the company to accrue such taxes on its books monthly during the fiscal 
period of the taxing authority for w^hich they are levied.'This was 
done in the example. However, the Committee suggests alternative 
periods that might reasonably be used as a basis for the distribution of 
the tax charges. This leads the Committee to the conclusion that 
“consistency of application from year to year is probably more im¬ 
portant than the selection of any one of the periods suggested."-^ 


ESTIMATED LIABILITY Many companies offer special premiums to 
^MIUM^FERS those purchasing their products. Such offers 

to stimulate the regular purchase of certain 
products may be open for a limited time or they may be of a continuing 
nature. The premium is normally made available w^hen the customer 
submits the required number of product labels, box tops, wrappers, or 


^Accounting Research Bulletin No. 10^ “Real and Personal Property Taxes," 
June, 1941 (New York: American Institute of Accountants), p. 90. 

'^Loc. at. 
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certificates. In certain instances the premium offer may call for a cash 
remittance representing only a small fraction of the value of the 
premium made available. 

If a premium offer expires at the end of the company’s fiscal period, 
adjustments in the accounts are not required. Premium requirements 
are fully met and the premium expense account summarizes the full 
premium cost chargeable against revenue of the period. However, 
when a premium offer is continuing, accounts at the end of the period 
must be adjusted to reflect the claim for premiums that is estimated 
outstanding as of this date. Premium Expense is debited and an 
appropriate liability account is credited; the expense is thus charged 
to the period that benefits from the premium plan and current lia¬ 
bilities reflect the claim for premiums outstanding. If premium distri¬ 
butions are charged to exjiense, the liability balance maj be reversed 
at the start of the new period. 

To illustrate the accounting for a premium offer, assume the 
following: Walker Foods offers a set of breakfast bowls upon the receipt 
of ten certificates, one certificate being included in each large-size 
package of the cereal distributed by this company. The cost of each 
set of bowls to the company is $1. It is estimated that 40% of the 
coupons will be redeemed. Transactions and entries for 1953 and 1954 
are: 


Transaction 


Entry 


1953 

Premium purchases: 
10.000 sets (u $1 


Sales - larse-size packages: 

200,000 (n) $.60 

Premium redemptions: 

60,000 certificates, or 6,000 sets 

$ 1 _ _ __ 

Dec’emher 31, 1953 

Coupons estimated redeemable in 

future periods: 

Redeemable as a result of 
current year’s issue — 40 


of 200,000 80,000 

Redemptions in 1953 60,(H)0 

Redeemable in future 
periods 20,000 

Estimated claim outstand¬ 
ing: 2,000 sets @ $1 $ 2,000 


Premiums - 


Bowl Sets 

10,000 

(hish 

10,000 

(^ash 

120,000 

Sales 

120,000 

Premium Expense 

6,000 

1 Premiums 


Bowl Sets 

6,000 

Premium Expense 

2,000 


Estimated Premium 

Claims Outstanding 2,000 
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Transaction 

1954 

Reversal of accrued liability balance. 


Premium purchases: 7,500 sets $1 


Sales — large-size packages: 

250,000 (a $.60 

Premium redemptions: 

90,000 certificates, or 9,000 sets 
$1 _ 

December 81, 1954 

Coupons estimated redeemable in 


future periods: 

Redeemable as a result of 
prior year’s issue 20,000 

Add number redeemable as 
a result of current year’s 
issue — 40^ of 250,000 100,000 

Total 120,000 

Redemptions in 1954 90,000 

Redeemable in future 

periods 30,000 

Estimated claim outstand¬ 
ing: 3,000 sets ^ $1 $ 3,000 


Entry 

Estimated Premium 


Claims Outstanding. 
Premium Expense. 

2,000 

2,000 

Premiums — 

Bowl Sets 

Cash 

7,500 

7,500 

Cash 

Sales 

150,000 

150,000 

Premium Expense 
Premiums — 

Bowl Sets 

9,000 

9,000 

Premium Expense 

3,000 



Estimated Premium 

Claims Outstanding 3,000 


Periodic accountinu reports will reflect data as summarized below: 

Balance Sheet* 1953 19)4 

Current asset. 

Premiums Bowl 

Sets (4,000 sets ((/$I) $ 4,000 (2, )00 sets (c $1) $ 2,500 

Current liability: 

Estimated Premium 

Claims Outstanding (20,000 certificates) $ 2,000 (30,000 certificates) $ 3,000 

Income Statement 

Sales (200,000 (a $.60) $120,000 (250,000 (« $.60) $150,000 

Selling Expenses 

(Premium Expense) ($6,000 f-$2,000) $ 8,000 ($9,000-{-$3,000- 

$ 2 , 000 ) $ 10,000 

Obviously, experience that indicates a redemption percentage that 
differs from the assumed rate will call for appropriate corrections and 
the revision of future redemption estimates. 




Ch 11] 


CURRENT LIABILITIES 


315 


ARANTEES Some Companies agree to provide free service 
FOR «imCE AND on units that fail to perform satisfactorily or 
REPLACEMENTS replace goods that prove defective. When 

agreements are considered to involve only minor costs, it may be 
decided to recognize such costs in the periods in which they emerge. 
When agreements are considered to involve significant amounts, 
estimates of the costs involved in meeting such obligations are in order. 
Such estimates are recorded by a charge to an appropriate expense 
account and a credit to an appropriate liability account. Subsequent 
costs of fulfilling guarantees calling for .services or replacements are 
charged to the liability account. The anticipation of costs results in 
charges to the period that is credited for the revenue and the recogni¬ 
tion of the obligation that is outstanding. 


In certain cases a special charge is made for a service or replacement 
guarantee covering a specific period. In such cases, a prepaid income 
account is credited for the amount charged. Expenses and losses in 
meeting contract requirements are charged to expense, while the 
prepaid income balance is recognized as income over the guarantee 
period. Recognition of income in excess of expenses indicates a net 
gain on such sei'vice agreements; income that is less than expenses 
indicates a net loss from such special activity. The prepaid income 
balance is properly shown within the cun-ent liability classification in 
view of the claim that it makes upon current assets. 


ESTIMATED LIABILITY Many companies sell tickets, tokens, certifi- 
AND PURCHASE cates, etc., that entitle the owner to services 

ORDERS OUTSTANDING qj. goods. For example, railroads issue tickets 
that are used for travel; local transit companies issue tokens that are 
good for fares; department stores sell gift certificates that are re¬ 
deemable in merchandise by bearers. 

When instruments redeemable in services or goods are outstanding 
at the end of the period, accounts should be adjusted to reflect such 
claims. The adjustment will depend upon the entries that were origi¬ 
nally made in recording the sale of the instruments. 

Ordinarily, the sale of instruments redeemable in services or goods 
is recorded by a debit to Cash and a credit to a liability account. As 
instruments are redeemed, the liability balance is debited and an income 
account is credited. Certain claims may be rendered void by lapse of 
time or for some other reason as defined by the sales agreement. In 
addition, experience may indicate that a certain percentage of out- 
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standing claims will never be presented for redemption. These factors 
require consideration at the end of the period. At this time, the 
liability balance is reduced to the balance of the claim estimated to be 
outstanding and income is credited for the gain that is indicated from 
the forfeitures. 

To illustrate the accounting for outstanding tickets, tokens, certifi¬ 
cates, etc., assume that a service station sells books consisting of 
20 coupons, each coupon redeemable for one quart of oil. Coupon books 
are sold for $4.50. It is estimated that 10% of the coupons will never 
be redeemed. Transactions and entries for 1953 follow: 

Transaction Entry 


1953 

Sale of coupon books: 

400 at $4.50 (8,000 coupons valued 
at $.225 each) 

Coupon redemptions: 

5,000 coupons at $.225 

Decemhkh 31,1953 
Outstanding coupons never to be pre¬ 
sented for redemption, estimated at 
10 ^};^ of 8,000, or 800 at $.225 


Cash .1,800 

Redeemable Oil 

Coupons . 1,800 

Redeemable Oil Coupons 1,125 
Sales. 1,125 


Redeemable Oil Coupons 180 
Sales . 180 


Accounting reports will reflect the following for 1953: 

Balance Sheet: 

Current liabilities — Redeemable Oil Ctnipons (2,200 at 


$.225) .$ 495 

Income Statement: 

Sales (5,800 coupons at $.225). $1,305 


If Sales is credited for the sale of books, the adjustment required 
at the end of the period calls for a debit to Sales and a credit to a lia¬ 
bility account for the claims estimated to be outstanding. This entry 
is reversed at the beginning of the new period. Using data in the 
example above, entries are made as follows: 


Transaction 

Entry 

1953 


Sale of coupon books: 

1 Cash. 1,800 

400 at $4.50 (8,000 coupons valued 

Sales. 1,800 

at $.225 each) 


Coupon redemptions: 

Memorandum entries: 

5,000 coupons at $.225 

Redeemed 5,000 coupons 
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Transaction 

Entry 


December 31, 1953 

Outstanding coupons estimated to be 
presented for future redemption: 
Coupons sold . . 8,000 

Deduct: Redemptions 5,000 
Amount never to be 
presented for redemp¬ 
tion, estimated at 

10of 8,000 800 5,800 

Sales. 

Redeemable Oil 
Coupons. 

495 

495 

Future redemptions 2,200 



Estimated claim: 

2,200 coupons at $.225 $ 495 




CONTINGENT Contingent liabilities represent liabilities that 

LIABILITIES arise as a result of certain T)ast activities 

or current conditions. While at the date of the balance sheet there is 
no legal liability, reference must be made to the possibility of such 
claims materializing in the future if the company’s financial condition 
is to be fully shown. If a contingent liability should become an actual 
liability, it is recognized in the accounts as such at the later date, and 
an asset account, loss account, or Earned Surplus, whichever is ap¬ 
propriate, is debited. 

Some of the contingent liabilities that are frequently encountered 
and that call for recognition on the balance sheet are described in the 
follow ing paragraphs. 

Notes Receivable Discounted and Accounts Receivable Assigned. The 
discounting of customers’ notes and the assignment of customers’ 
accounts involves a liability on the part of the transferor for pajmient 
of the claim in the event that the original debtor fails to make settle¬ 
ment. In the event that a liabilitv ultimately materializes and requires 
payment, such a pa\ment gi\e.s rise to a claim against the original 
debtor. The emergence of an obligation thus creates a receivable. 
Subsequent recovery of such a claim will be compensation for the 
required payment; failure to recover such a claim calls for the recogni¬ 
tion of a loss. 

Accommodation Endorsements. A party may become an accommo¬ 
dation endorser on a note by endorsing it for purposes of transfer. Such 
an endorsement creates a contingent liability as in the preceding dis¬ 
cussion, and any ultimate payment on such an instrument should be 
treated as described above. If a person signs an accommodation note 
as maker, an entry should be made charging the party accommodated 
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and crediting Notes Payable. These balances are closed if the accom¬ 
modated party makes proper settlement on the note at maturity; 
if the accommodation maker is required to make settlement on the 
note, he will attempt to recover from the party originally accommo¬ 
dated. 

Lawsuits Pending. When there are lawsuits pending and advice of 
counsel indicates doubt as to the outcome of such suits, these may be 
regarded as contingent liabilities. In the event that it is reasonable to 
assume that certain suits will ultimately result in judgments against 
the company, an estimate of the amounts payable should be made. 
The estimated liability is recorded by a debit to a nominal account 
reporting such a charge or to Earned Surplus and a credit to an ap¬ 
propriately titled liability account. 

Additional Taxes. Certain tax items may be under review by tax 
authorities, giving rise to the po.ssibility of additional tax assessments. 
Additional assessments, if incurred, are recorded by a debit to a nomi¬ 
nal account reporting such a charge or to Earned Surplus. 

Guarantee of Debt Service of Affiliated Companies. A company may 
guarantee the payment of interc.st and principal on long-term debt of 
related companies. If this contingency materializes and payments are 
required, such obligations will be accompanied by claims against the 
company whose obligations were assumed. 

Customer Sendee Guarantees. In man\ instances, service or replace¬ 
ment guarantees may be considered of a contingent nature rathei’ than 
calling for the recognition of a liability of a- stated amount. In the 
event that such charges are subsequently incurred, expense or Earned 
Suiplus is debited. 

Customer Guarantees Against Priee Deelines. Guarantees may be 
made to customers for refunds on goods purchased in the event of price 
declines or other named contingencies. When conditions develop that 
call for customer reimbursement, a n(»minal account or Earned Surplus 
is charged and customers’ accounts are credited. 


REPORTING Contingent liabilities are genei’ally reported 

LlABlurfElT^ balance sheet by means of (1) paren¬ 

thetical remarks, (2) accompanying notes, or 
(3) descriptions under a special contingent liabilities heading. When 
the third method is used and amounts are indicated, the amounts are 
reported “short,” that is, they are not included in the totals on the 
liability side since they have not been established as obligations on the 
balance sheet date. When a lengthy explanation is required in fully 
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defining the contingent claim, such an explanation is best provided by 
the second method above. 

To illustrate the use of these methods, assume that a company with 
notes receivable of $40,000 has had $25,000 of these notes discounted 
as of the balance sheet date. If Notes Receivable Discounted is 
credited when notes are discounted, the subtraction of this item from 
notes receivable on the balance sheet leveals the existence of the 
contingent liability and no other reference is required. However, in the 
absence of a notes receivable discounted balance, information may be 
directed to the existing contingent liability through one of the following 
methods. 

(1) Recog nit 10)1 bij mccuiH of a parenthetical re mat k: 

Notes receivable (the company is contingently liable on 
notes of $25,000 that have been discounted) 15,000 

(2) Recognition by meam^ of a footnote or note accompanying 
the statement: 

Notes receivable (See Note 1) 15,000 

Note 1 — The company is contingently liable on customers’ notes 
of $25,000 that have been discounted. 

(3) Recognition by means of description under a separate heading with 
amount entered short: 


Current assets: Current liabilities: 

Notes receivable 15,000 i Accounts payable 60,000 

Contingent liabilities: 

1 Notes receivable 

discounted 25,000 

Long-term debt: 

Bonds payable 100,000 

Total liabilities 160,000 


CONTINGENT CLAIMS When a liability is certain and of a definite 

amount, it is presented as a part of the 
creditors’ equity. When it is certain but of 
an indefinite amount, it is still presented as a pail of the creditors’ 
equity, although it is designated as an estimate. When the liability is 
uncertain, it is reported as a contingent liability. In the latter instance 
management may authorize an appropriation of surplus when a sub¬ 
stantial loss may materialize. Such action will preserve earnings 
within the business to absorb the loss if it develops. A surplus ap¬ 
propriation to cover possible losses arising in connection with con- 
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tingent claims is frequently designated as a reserve for contingencies. 
This balance remains a part of the corporate capital only so long as 
the liability to which it relates is only of a contingent nature. If the 
liability fails to materialize, the appropriated surplus is returned to 
Earned Surplus. If the liability does materialize, the loss should be 
charged to a nominal account or to Earned Surplus. Appropriated 
surplus is then i-eturned to Earned Surplus, where it will serve to offset 
the loss. The direct application of the loss against the appropriated 
surplus balance would not be proper; such action would serve to bury 
the loss without recognition on either the income statement or the 
earned surplus statement. 


CURRENT AND 
CONTINGENT 
LIABILITIES ON THE 
BALANCE SHEET 


The nature of the detail to be presented for 
current liabilities depends upon the use that 
is to be made of the statement. A balance 


sheet prepared for stockholders might report little detail; on the other 
hand, creditors may insist on full information concerning current debt. 

(Current assets are normally recoi’ded in the order of their liquidity, 
and consistency would suggest that liabilities be I’epoited in the order 
of their maturity. The latter practice may be followed only to the 
extent that it is practical; observance of such procedure would require 
an analysis of the various classes of current claims and separate report¬ 
ing of elements with varying maturity dates. A bank overdraft is 
normally li.sted first in view of the immediate demand that it makes 
on cash. 


Current liabilities should not be reduced-by assets that are to be 
applied to their licjuidation, except for the reduction of the federal 
income tax liability balance by U. S. tax notes; however, disclosure as to 
future action may be provided by appro[)riate parenthetical reference 
or remark. Disclosure by similar means is made of liabilities that are 
secured by certain assets. 

Contingent liabilities, when presented in a separate section on the 
balance sheet, are prefei'ably reported immediately after the current 
liabilities in view of the fact that such claims, if they materialize, 
normally call for current liquidation. 

P'oi’egoing discussions dealt with liabilities as of the balance sheet 
date, both current and contingent. When business commitments have 
been made that will result in liabilities, material in amount, in succeed¬ 
ing periods, some brief reference to such future claims should be made. 
Commitments for the purchase of goods, services, and equipment, and 
for the construction, purchase, or lease of properties, for example, may 
warrant disclosure by appropriate note accompanying the statement. 
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Current and contingent liabilities sections on a balance sheet pre¬ 
pared on December 31,1953, might appear as shown below: 

Liabilities 


Current liabilities: 


Notes payable: 

Issued to trade creditors.$12,000 

Issued to banks (secured by assignment of 
moneys to become due under certain contracts 
totaling $36,000 included in asset section) .... 20,000 

Issued to officers. 10,000 

Other. 2,500 $44,500 

Accounts payable: 

Trade creditors.$30,500 

Credit balances in customers’ accounts. 1,250 

Miscellaneous. 3,500 35,250 

Long-term debt installments due in 1954. 10,000 

Cash dividends payable. 4,500 

Estimated federal income taxes payable.$16,000 

Less U. S. Treasury tax notes held for payment 

of income taxes. 10,000 6,000 

Accrued expenses: 

Salaries and wages.$ 1,250 

Real and personal property taxes. 800 

Other taxes and licenses. 750 

Miscellaneous accruals. 1,400 4,200 

Other: 

Customers’ advance payments.$ 7,500 

Estimated cost of guaranteed services on ma- 

cliinessold. 2,500 10,000 


Total current liabilities. 

Contingent liabilities: 

Guarantors on employees’ loans.$ 7,500 

Customers’ drafts discounted. 12,000 

Additional income tax assessments proposed by 
the Treasury Department for 1951 that are 
being protested by the company. 4,500 


$114,450 


$24,000 


Total contingent liabilities 
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QUESTIONS 

1. (a) Distinguish between current and noncurrent liabilities, (b) Suggest 
the major classifications for current liabilities. 

2. ''Contingent claims require careful consideration in the evaluation of 
a company's current position." Explain. 

3. (a) The Murdoch Co. shows current notes and accounts payable on 
the balance sheet at one sum, $115,000. What objections do you have to 
such reporting? (b) How would you suggest that notes and accounts be 
classified on the statement? 

4. (a) What is meant by a liability that is secured? (b) How is this 
reported on the balance sheet? 

5. When a portion of a bond issue matures currently, how would you 
recommend that maturing and long-term portions of the issue be reported? 

6. (a) What are the rates that are currently effective on employer and 
employee in connection with federal old-age and survivor insurance? 
(b) What are the rates that are currently effective on employer and em¬ 
ployee in connection with federal unemployment insurance and unem¬ 
ployment insurance in your state? (c) How many employees are required 
for purposes of the foregoing taxes? 

7. The sales manager for the Midwest Sales Co. is entitled to a bonus of 

of profits." What difficulties may arise in the interpretation of this 
profit-sharing agreement? 

8. The Wyoming Co. and union officials agree to the establishment of a 
pension plan that will recognize past services of all personnel currently 
employed. What are the possible treatments in the accounts for the 
special pension costs attributable to such past services? Give reasons in 
support of each of the treatments suggested. 

9. What determines whether a prepaid income balance is to be reported 
under the current liabilities heading or under the deferred credits heading 
on the balance sheet ? 

10. Give five examples of prepaid income items properly reported as 
current liabilities. 

11. Give three examples of estimated liabilities of a short-term character 
and three examples of estimated liabilities of a long-term character. 

12. What is an operating reserve? Give an example of an operating 
reserve and indicate the entries that are required in its establishment and 
in its use. 

13. The American Accounting Association has recommended that the 
balance sheet should contain no special section for reserves, and that each 
reserve should be reported as a valuation account, as a liability, or as a 
subdivision of retained income. What arguments can you give for and 
against this recommendation? 
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14. What accounting procedures would you recommend for the monthly 
recognition of your local real and personal property taxes? 

15. What entries are made for a premium offer (a) when the plan is 
established and sales are made, and (b) when premium redemptions are 
made? 

16. (a) What accounting procedures would you recommend for a bus 
system that sells coupon books and tokens that are used for travel? 
(b) How would you take care of the problem of unpresented coupons and 
tokens? 

17. (a) Define contingent liabilities, (b) Give five examples of contingent 
liabilities, (c) Indicate for each example in (b) the accounting treatment 
to be followed in the event that a real liability emerges from the item 
previously considered of a contingent nature. 

18. What methods may be employed on the balance sheet for disclosure of 
contingent liabilities? 

19. When in your opinion would a contingent liability suggest appropria¬ 
tion of earned surplus? 

20. (a) When in your opinion would commitments for future expenditures 
call for special disclosure? (b) How would you recommend that such 
disclosure be made? 

21. Where would each of the following items be reported on the balance 
sheet? 

(a) Bank overdraft. 

(b) Cash dividends declared. 

(c) Dividends in arrears on preferred stock. 

(d) Estimated income taxes. 

(e) Insurance premiums received in advance for a 5-year period by an 
insurance company. 

(f) Stamps that were issued and that are redeemable by customers for 
certain premiums. 

(g) Deposits received in connection with meter installations by a public 
utility. 

(h) Personal injury claim pending. 

(i) Notes receivable discounted. 

(j) Current maturities of a serial bond issue. 

(k) Customer accounts with credit balances. 

(l) Purchase money obligation maturing in five annual installments. 

(m) Purchase certificates sold to customers but not yet presented for 
redemption. 

(n) Service guarantees on equipment sales. 

(o) Accommodation endorsement on a note issued by an affiliated com¬ 
pany. 

(p) Contract entered into with contractors for the construction of a new 
building. 

(q) Stock dividend payable. 
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EXERCISES 

1 . During the first quarter of 1953 the Monarch Retail Company sold 
merchandise on account for $38,500, to which were added sales taxes 
totaling $1,150. The total cash sales were $27,833, on which sales tax 
collections were $858. What entries would be made (a) to record the sales 
and (b) to adjust the sales tax liability account to 3% of sales at the end 
vfithe quarter? 

[J/ Richard Rice, public accountant, has 4 employees. The weekly pay- 
noil is $400. Give the entries to record payment of the salaries if: (a) the 
employer is responsible for remitting 3% quarterly to the Federal Govern¬ 
ment for old-age benefits, 11% being deducted from employees' salaries 
and 1|% representing the employer's contribution; (b) the employer is 
responsible for remitting a total of 3.7% to the State of California quar¬ 
terly, 1% being deducted from employees' salaries and 2.7^ ^ representing 
the employer’s contribution; and (c) income tax withholdings are calcu¬ 
lated at $85. 

3. The Armstrong Shop paid $1,716 cash to its 9 emfdoyees for services 
rendered in January, 1953. Assuming that the income tax withholdings 
averaged 20.5% for the entire payroll and that the only other deductions 
were for old-age benefits taxes, give the journal entries to record the 
payroll data for January. 

& The Jensen Co. has an agreement with its sales manager whereby the 
,er is entitled to 5^{, of company profits as a bonus. Company profit 
for a calendar year before bonus and income taxes is $60,000. Income 
taxes are A0% of profit. What is the amount of the bonus under each of 
the conditions below: 

(a) The bonus is calculated on profit before deductions for bonus and 
income taxes? 

(b) The bonus is calculated on profit after deduction for income taxes 
but before deduction for bonus? 

(c) The bonus is calculated on profit after deductions for both bonus and 
income taxes? 

5. The Walsh Co. is advised by insurance company representatives at 
the beginning of 1953 that the cost of establishing a certain pension plan 
with full recognition of jiast services of all present employees is $450,000. 
Pension premium costs for 1953 will be $40,000. Give all of the journal 
entries that will appear on the books of the Walsh Co. in 1953, assuming 
that: 

(a) The full cost of the pension plan is paid in 1953, but costs recognizing 
past services are considered chargeable in equal installments over a 
10-year period. 

(b) The cost of recognizing past services is to be paid to the insurance 
company in 10 equal annual installments, and the company wishes 
to show the full amount payable on the plan as a liability on the 
balance sheet. 
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6. The Master Service Station sells for $12.50 a book that contains 
10 coupons, each coupon being good for one automobile lubrication job. 
During 1953, 400 such books were sold. During the year, 3,250 coupons 
were collected by the station for work done, (a) What entries would be 
made to record the foregoing? (b) What data would appear on the balance 
sheet and the income statement prepared at the end of 1953? 

7. The Wakefield Co. includes 1 coupon in each box of soap powder that 
it packs, 10 coupons being redeemable for a premium consisting of a 
kitchen utensil. In 1953, the Wakefield Co. purchases 5,000 premiums at 
65 cents, and sells 80,000 boxes of soap powder. 15,000 coupons are pre¬ 
sented for redemption. It is estimated that 60% of the coupons issued 
will be presented for redemption. What entries would be made relating 
t^he premium plan in 1953? 

^siLprepare the current liabilities section of the balance sheet for the 
Pbrrester Corporation on December 31, 1953, from the information that 
appears below: 

Notes payable: arising from loans to banks, $15,000, on which marketable 
! securities valued at $19,500 have been pledged as security; arising from 
'purchases of goods, $28,500; arising from advances by officers, $10,000. 

-Accounts payable: arising from purchases of goods, $22,000. 

Cash balance with Farmers Bank, $6,500; cash overdraft with Merchants 
Bank, $8,750, 

-Dividends in arrears on preferred stock, $12,000. 

Income tax withholdings payable, $650. 

First-mortgage serial bonds, $100,000, payable in semiannual installments 
of $5,000 due on March 1 and September 1. 

Advances received from customers on purchase orders, $1,500. 

-Customers' accounts with credit balances arising from purchases returns, 
$900. 

Estimated damages to be paid as a result ot unsatisfactory performance 
on a contract, $1,200. 

Estimated costs of meeting guarantee for service requirements on goods 
sold, $3,600. 


PROBLEMS 

11-1, The Wallace Manufacturing Company manufactures a cake mix 
flour that is packaged and sold. A cake knife is offered to customers send¬ 
ing in 2 box tops from these packages accompanied by a remittance of 
50 cents. Data with respect to the premium offer are summarized below; 


1952 1953 

Cake mix sales (65^ per package). $130,000 $162,500 

Cake knife purchases {l^<t per knife). 9,375 7,500 

Number of knives distributed as premiums. 8,000 13,500 

Estimated number of knives to be distributed in 
subsequent periods. 2,000 4,000 


Instructions: (1) Give the entries that would be made in 1952 and 1953 
to record product sales, premium purchases and redemptions, and year-end 
adjustments. 

(2) List the account balances that will appear on the balance sheet and 
the income statement at the end of 1952 and 1953 as a result of the foregoing. 
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11-2, Western Television, Inc. sells a television warranty policy covering 
all parts and labor for $50 per year. Warranties begin as of the first of the 
month following issuance of the policy. Policies were first issued in 
September, 1952. In reviewing the records before closing the accounts 
for 1953, you find that income and expenses on such contracts have been 
recognized in 1952 and 1953 on the cash basis. The accounts show income 
and expenses for the two years as follows: 



Income 

Expe 

NSES 


1952 

1953 

1952 

1 1953 

January. 


$ 4,950 j 


$ 1,600 

February. 


4,800 


1,850 

March. 


4,350 


1,900 

April. 


i 4,200 


2,350 

May. 


! 4,800 


2,700 

June. 


3,300 


2,800 

July. 


' 3,000 


2,950 

August. 


2,850 


3,000 

September. 

. $ 1,500 

1 3,000 


3,050 

October. 

2,250 j 

3,450 j 

$ 350 

3,250 

November. 

3,000 

3,600 

850 

3,100 

December. 

. 3,450 

3,600 

1,250 

3,000 


$10,200 

$45,900 

$ 2,450 

$31,550 


Instructions: (1) List monthly income, expenses, and net income balances 
for 1952 and 1953, assuming that proper recognition is given to deferred 
income on the service policies. (Submit working paper summaries that show 
calculation of the monthly income figures listed.) - 

(2) Assuming that accounting statements are to be prepared for 1953 
that report the earnings with appropriate recognition of deferred income 
at the beginning and the end of the period, give (a) the correcting entry to be 
made in recognition of the deferred income balance at the beginning of the 
year and (b) the adjusting entry to be made in recognition of the deferred 
income balance at the end of the year. 

11-3. The Murphy Co. has an agreement with its sales manager whereby 
the latter is entitled to 15% of the company profit as an annual bonus. 
Company profit for a calendar year before calculating the bonus and the 
income taxes is $80,000. Income taxes are 40CJ, of the profits after bonus. 

Instructions: Calculate the amount of the bonus and the income taxes, 
assuming each of the conditions stated below: 

(1) The bonus is calculated on the profit before deductions for bonus and 
income taxes. 

(2) The bonus is calculated on the profit after deduction for income taxes 
but before deduction for bonus. Prove your answer. 

(3) The bonus is calculated on the profit after deductions for both bonus 
and income taxes. Prove your answer. 
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11-4* The real and personal property taxes paid by the Weber Co. for 
1951-1952 were $1,085. The taxes cover the city and county's fiscal year 
period, July 1, 1951-June 30, 1952, and the company follows the policy 
of accruing taxes over the fiscal period of the tax authority. The company 
has made property improvements and estimates the tax for 1952-1953 
at $1,350. On October 15,1952, the company receives its tax bill reporting 
a liability of $1,530. The assessment is protested. The company pays 50% 
of the tax bill on December 5, 1952. On March 20, 1953, the company is 
advised that its tax liability for 1952-1953 was reduced to $1,380. The 
balance of the amount due, $615, is paid on April 20. 

Instructions: Give the entries relating to the property taxes that will 
appear on the books of the Weber Co. over the period July 1, 1952- June 30, 
1953, including monthly adjustments that are required for the preparation 
of monthly accounting reports. 

11-5. The following data are made available for purposes of stating the 


financial position of the Bradford Co. on December 31, 1953: 

Cash in bank. $21,350 

Petty cash, which includes lOU’s of employees totaling $150 

that are to be repaid to petty cash. 500 

Marketable securities, valued at $40,500, securities valued at 
$12,500 having been pledged on a note payable to the bank 

for $10,000, reported on books at cost. 38,850 

Notes receivable, which have been reduced by notes dis¬ 
counted of $12,000 that are not yet due and on which the 

company is contingently liable . . . 14,500 

Accounts receivable, which include accounts with credit bal¬ 
ances of $250 and past-due accounts of $3,250 on which 

a loss of 50^;^ is anticipated. 32,100 

Merchandise inventory, which includes goods held on a con¬ 
signment basis, $3,600, and goods received on December 31, 

$2,150, neither of these items having been recorded as a 

purchase. 26,600 

Prepaid insurance, which includes cash surrender value on 

life insurance policies on officers of $6,500. 7,250 

Furniture and fixtures, which include fixtures that were fully 
depreciated and that have just been scrapped, $3,600 

Cost.$12,500 

Allowance for depreciation. 8,250 4,250 

Notes payable, which are trade notes with the exception of a 
6-month, $10,000 note discounted at the bank on Novem¬ 
ber 1 at 6%. ‘-^5,800 

Accounts payable, which include accounts with debit balances 

of $315. 27,400 

Miscellaneous accrued expenses, which include $3,500 repre¬ 
senting estimated costs of premiums in connection with a 

special sales offer made in December. 9,150 

Long-term notes, which are payable in annual installments of 

$2,500 on February 1 of each year. 7,500 
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6% cumulative preferred stock, $10 par, on which dividends 


for 3 years are in arrears. $50,000 

No-par common stock, 40,000 shares authorized and out¬ 
standing . 40,000 

Surplus (debit balance). 14,450 


The following data are not reflected in the above account balances: 

(1) A suit has been filed against the company for $50,000; legal counsel 
has informed the company that while it is probable that the company 
will lose the suit, the award for damages will not be in excess of $15,000. 

(2) There are replacement guarantees outstanding that are estimated to 
result in costs to the company of $5,000. 

Instructions: Prepare a classified balance sheet, including whatever notes 
axe appropriate in support of balance sheet data. 

ll>€ The trial balance of the Morris Corporation on December 31, 1953, 
btffore adjustments, is as follows: 


1 


Cr. j 

Cash. 


1,250 

Notes Receivable. 

Accounts Receivable. 

14,450 

42,000 

31,000 

600 

650 

Merchandise Inventory, January 1, 1953. 

Selling Supplies. 

Prepaid Insurance. 


Fixtures. 

12,000 

50,000 


Buildings.. 


Allowance for Depreciation of Buildings.. 

6,000 

l! 

Land. 

30,000 

Accounts Payable. 

12,750 
275 ' 

400 ; 

Payroll Taxes Payable. 

Employees Income Taxes Payable. 


5% Mortgage Payable. 


12,000 |; 
20,000 !: 
50,000 
50,000 
4,850 
164,000 
6,000 

6% Bonds Payable (due 1966). 


7% Preferred Stock. 


Common Stock. 


Earned Surplus, January 1, 1953. 


Sales. 


Rental Income. 


Purchases. 

95,000 

28,000 

24,000 

1,050 

1,000 

Selling Expenses. 


General Expenses. 


Sales Discount. 


Interest Expense . 


Purchases Discount. 

1,700 

525 

Interest Income... 





329,750 

329,750 
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On December 31, 1953, the following facts are determined from the 
records: 

The mortgage is secured by the land and buildings and is due on 
February 1, 1954. Interest is payable annually on February 1. 
Bond interest is payable semiannually on March 1 and September 1. 
The preferred stock is cumulative, and no dividends have been de¬ 
clared for 1951, 1952, and 1953. 

(4) Selling Expenses includes salaries and wages of $17,000. General 
Expenses includes salaries and wages of $16,000. During 1953 the 
salaries paid in each quarter of the year were as follows: 

Jan. 1- April 1- July 1- Oct, 1~ 
Mar. 31 June 30 Sept. 30 Dec. 31 

Selling Expense $3,000 $4,000 $3,000 $7,000 

General Expense 4,000 4,000 4,000 4,000 

F'ederal old-age benefit taxes of 13 ^^% and state unemployment com¬ 
pensation taxes of 2.7^f were paid during the first three quarters of 
the year. The account Payroll Taxes Payable was credited for the 
deductions from employees' wages (deductions of 13 ^% for federal 
old-age benefit taxes and 1% for state unemployment taxes were 
made). The employer’s liability under federal old-age benefit and 
state unemployment legislation for the last quarter has not been 
recorded; the employer’s liability for the federal unemployment 
taxes for the entire year has not been recorded. 

(5) The state in which the Morris Corporation is located has a sales tax 
of 2,5% of sales, which is to be remitted by the retailer within a 
month following collections. During December, Sales was credited 
for $11,655, which included sales tax collections. 

(6) The notes receivable accrue interest at 6% at their maturity on 
June 30, 1954, and were received on June 30, 1953. 

^7) The fixtures were purchased on January 2, 1953, on a conditional 
sales contract. The amount of fixtures purchased was $25,000; 
$13,000 is unpaid, of which $6,500 will be due on July 1, 1954, and 
$6,500 on July 1, 1955. 

(8) Rental Income shows the amount received for the rental of a depart¬ 
ment in the store for a 2-year period beginning October 1, 1953. 

(9) Accounts receivable are analyzed and it is decided to set up an 
allowance for $820, the estimated loss from bad debts. 

(10) When property taxes of $1,400 were paid during 1953, Selling Ex¬ 
penses and General Expenses were charged with equal amounts. 
These taxes cover the year July 1, 1953, to June 30, 1954. 

(11) Depreciation of fixtures is 10% annually (chargeable to Selling 
Expenses and 3^ to General Expenses). 

(12) Depreciation of buildings is 4% annually (chargeable 3^ to Selling 
Expenses and 3^ to General Expenses). 

(13) Merchandise inventory on December 31, 1953, is $27,000. This 
amount includes merchandise of $2,000 for which an invoice has not 
been received and no entry has been made, 

(14) An examination of the insurance policies shows that the amount 
prepaid is $350 (expense is chargeable 34 to Selling Expenses and 34 to 
General Expenses). 

(15) Selling supplies of $200 are on hand. 

(16) Provision is to be made for income taxes at 40% of net income. 
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Instructions: (1) Prepare an eight-column work sheet, providing a pair of 
columns for (a) the trial balance before adjustments, (b) correcting and 
adjusting data, (c) profit and loss data, and (d) balance sheet data. 

’Jfif^repare an income statement and a balance sheet; 

11 - 7 . On October 1, 1945, the Peters Publishing Company entered into 
a special royalty contract for the publication of a book on a religious 
subject, the royalty of $40 per 100 copies to be paid on or before October 1, 
1951, on a minimum publication of 50,000 copies. It was stipulated that 
in the interval the payments were to be made from time to time as the 
books were bound and ready for sale. The Peters Publishing Company 
proceeded to print the minimum number of sheets and included the royalty 
in the sheet cost, setting up the liability therefor. Up to October 1, 1951, 
the royalty had been paid as agreed on the basis of 13,500 copies bound, 
and the balance due on the remaining 36,500 copies became due. 

However, because of the slowness of the sale of the book, it was agreed 
on October 31, 1951, that the original contract was to be modified for the 
balance of the royalties, and negotiations were commenced to fix the new 
terms. The Peters Publishing Company, having on hand 2,840 copies of 
bound stock, then also decided to write off against its earned surplus all the 
royalty included in its inventories. 

During the years 1952 and 1953 there were 1,300 additional copies 
sold. On December 31,1953, there remained in the hands of the publisher 
1,540 bound copies; but no further sheet stock had been bound. On that 
date a final arrangement was made whereby the remaining royalty liability 
was settled and paid at 50^ on the dollar. Thereupon the Peters Publishing 
Company, in view of a revived demand for the publication, reinstated as 
a deferred charge the advance royalty actually paid on the stock in hand. 

Instructions: (1) Submit a summary of the royalty liability account 
showing the above transactions and the final settlement. 

(2) Submit the journal entry recording the adjustment of October 1, 1951, 
inventories. 

(3) Submit the journal entry setting up the advance royalty at December 
31, 1953, as a deferred charge. (A.I.A. adapted) 


11-8. The Superior Iron Company leased an iron-ore mine for a term of 
15 years on a basic royalty charge of 20^ per ton of ore mined. A minimum 
of $10,000 was to be paid to the owners each year, but the Superior Iron 
Company had the right to recover within the next succeeding 5 years the 
excess royalties paid in any one year. 

At the termination of the lease all the ore had been mined as follows: 


1st year. 
2nd year 
3rd year 
4th year. 
5th year 
6th year 
7th year. 
8th year. 


10,000 tons Brought forward. . . 310,000 tons 

20,000 tons 9th year .... 50,000 tons 

40,000 tons 10th year. 70,000 tons 

40,000 tons 11th year. 150,000 tons 

60,000 tons 12th year. 130,000 tons 

70,000 tons 13th year. 140,000 tons 

30,000 tons 14th year. 110,000 tons 

40,000 tons 15th year. 40,000 tons 


Carried forward. . 310,000 tons 


Total. 1,000,000 tons 
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Instructions: (1) Prepare a summary of the royalty payments and charges 
by means of a columnar statement with the following headings: 


No. of 


Royalty 

Royalty 

Prepayment 

Royalty Recovery 
(Royalty 
Prepayments of 
Previous Years 

Tons 

Cash 

p]xpense 

for Year 

Applicable to 

Mined 

Paid 

lor Year 

(Recoverable) 

Expense) 


Royalties Lost 
(Prepaid Expirations) 


Royalty Prepayment 

Carried Forward at Sum of Expense and 
End of Year Loss for Year 


(2) Give the journal entries that would be made for (a) the first year, 
(b) the fifth year, (c) the sixth year. (A.LA. adapted) 


11 - 9 . The Lido Restaurant, an individual propiietorship, keeps no ac¬ 
counting records except a checkbook. Y"ou are engaged to prepare financial 
statements for the month of January, 1953, reflecting the operating results 
and financial jKisition as completely as possible. 


Your anahsis of the checkbook reveals the following: 
Balance January 1,1953 


Receipts. 

Meals 113.30 

Catering services 190.00 

Candy, tobacco, etc. 123.45 

Miscellaneous 8.25 


$1,016.52 


4,434.00 


Disbursements. 

Employees salaries (less income taxes withheld 
amounting to $76, and federal old-age hen(‘fits 
taxes) 

Food, tobacco, candy, etc. 

Rent 

Gas, electricity, and water 
Laundry 

Tables and chairs 
Printing 
Owner’s salary 
Annual license for 1952 

Social security taxes (O.A.B. and unemployment) 
Income taxes withheld 


$5,450.52 


$ 909.00 
2,847.50 
125.00 
106.00 
45.50 
350.00 
23.25 
250.00 
100.00 
117.00 

232.50 5,105.75 


$ 344.77 


Balance — January 31, 1953 



332 INTERMEDIATE ACCOUNTING [Ch 11 

Your reconciliation of the bank account as of January 31,1953, shows: 

Balance per bank. $ 625.77 

Deduct — outstanding checks. $ 271.00 

Error occurring prior to January, 1953. 18.00 289.00 

$ 336.77 

Add — bank service charges: 

For December, 1952. $ 4.08 

For January, 1953. 3.92 8.00 

Balance per books. $ 344.77 


The balance sheet that your client had as of December 31,1952, was 
as follows: 


Assets 

Cash. $1,016.52 

Furniture & fixtures. $2,025.00 

Less — reserve for depreciation. 202.50 1,822.50 

$2,839.02 

Liabilities 

Accounts payable — food purchases. $ 510.25 

Accrued 1952 personal property taxes — estimated. 24.00 

Accrued 1952 O.A.B. and unemployment taxes. 117.00 

Income taxes withheld. 232.50 

Accrued 1952 annual license. 100.00 

Proprietor’s capital. 1,855.27 


$2,839.02 


Your investigation reveals that accounts payable should have been 
$81.50 larger than stated on December 31,1952, and that as of January 31, 
1953, they amount to $703.50. You also discover that as of January 31, 
1953, there is a receivable for catering service amounting to $75. There 
is an inventory of tobacco and candy at January 31, 1953, of $130. The 
proprietor has no record of the inventory as of December 31,1952, but is 
of the opinion that it was about $75. He expects to take monthly inventory 
hereafter. 

You find that the business was opened on January 1, 1952, and that 
all of the December 31, 1952, balance of furnitwe and fixtures was pur¬ 
chased at that time. 

Instructions: (1) Prepare an eight-column work sheet, providing a pair of 
columns for (a) the trial balance before adjustments, (b) correcting and 
adjusting data, (c) profit and loss data, and (d) balance sheet data. 

(2) Prepare an income statement and a balance sheet. (A.I.A. adapted) 


















Chapter 112 


Investments 

Stocks 


NATURE OF A company must invest funds in inventories, 

INVESTMENTS plant and equipment, and services in order 

to engage in the sale of goods and services. But a portion of its avail¬ 
able funds may be applied to assets not directly identified with primary 
activities. Assets that occupy an auxiliary relationship to central ac¬ 
tivities are referred to as investments. Investments are expected to con¬ 
tribute to the success of the business either (1) by exercising certain 
favorable effects upon sales and operations generally, or (2) by making 
an independent contribution to business profits. 


CLASSIFICATION OF From the standpoint of the owner, invest- 
INVESTMENTS ments are either temporary or long-term. As 

suggested earlier, investments are classed as current only where they 
are readily salable and it is management's intent to use them to meet 
any current cash requirements. Investments that do not meet these 
tests are considered long-term or permanent investments and are reported 
on the balance sheet under the separate noncurrent heading Invest¬ 
ments. The purpose that is to be served by the investment governs 
its classification. 


COMPOSITION OF Long-term or permanent investments include 

i'n^^tIIiei^s ^ variety of items. For discussion purposes, 

long-term investments will be classified in 
four groupings as follows: (1) investments in stocks, both preferred 
and common; (2) investments in bonds and other similar debtor in¬ 
struments; (3) sinking funds for bond retirement, stock redemption, 
and other special purposes; and (4) miscellaneous investments includ¬ 
ing investments in unproductive land, advances to affiliates, interests 
in life insurance contracts, and interests in trusts, estates, and partner¬ 
ships. The accounting problems relating to long-term investments in 
stocks are considered in this chapter. The problems relating to the 
remaining long-term investment classes are described in the next 
two chapters. 


INVESTMENTS Investments may be made in corporate stock 

IN STOCK £qj. periodic income over the long term as 

well as for stock appreciation possibilities. While such investments 
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may involve considerable risk so far as price fluctuation is concerned, 
significant rewards in the way of earnings and profits are often pro¬ 
vided. Frequently investments in stock are made to secure certain 
continuing business advantages. For example, stock ownership may be 
a means of obtaining suppliers for required materials and services or 
outlets for sales products. Here the income factor is only incidental to 
the other considerations involved in the investment. Again, ownership 
of a controlling interest in the voting stock of a company may be sought. 
With control, activities of the related companies may be integrated 
towards the achievement of greater profits. A company exercising con¬ 
trol over another through majority ownership of its voting stock is 
called a holding or parent company; the company controlled is referred 
to as a subsidiary company. 

Investments may be made in preferred or common stock. Preferred 
stock has certain preferences as to dividends and frequently as to assets 
upon dissolution. Sometimes such stock is convertible into some other 
security, usually common stock, at the option of the stockholder. When 
this is the case, the preferred stock maintains its preference as to divi¬ 
dends and is exchangeable into common stock should corporate activ¬ 
ities prove sufficiently profitable to make the common stock the more 
attractive equity. 

The accounting procedures relative to long-term investments in 
stock may be considered equally applicable to short-term or temporary 
stock investments except where variations in treatment are indicated. 
Furthermore, the procedures outlined are normally applicable in the 
case of an individual investor with a single holding in stock as well as 
in the case of investment concerns, insurance companies, or other finan¬ 
cial enterprises with a great many stock holdings. 

ACCOUNTING FOR When stock is purchased for cash, it is re- 
INVESTMENTS IN STOCK corded at original cost, including brokerage, 
taxes, and other fees incidental to the purchase. When stock is ac¬ 
quired “on margin,” the stock should be recorded at the full cost and 
a liability should be recognized for the unpaid balance. To report 
only the amount invested would be, in effect, to offset the obligation 
to the broker against the investment account balance. Interest on 
amounts owed to the broker is charged to current expense. When 
stock is acquired in exchange for properties or services, the fair market 
value of such considerations or the value at w’hich the stock is currently 
selling, whichever may be more clearly ascertainable, should be used 
as a basis for recording the investment. In the absence of market quo¬ 
tations for the security acquired or clearly defined values identified 
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with assets or services exchanged, the booking of the investment may 
raise perplexing problems as to valuation that may be resolved only by 
appraisals and estimates. 

Although dividends on preferred stock do not legally accrue, the 
buyer of a new offering of prefeired stock may be charged for so-called 
“accrued dividends.” Such a charge should not be recorded as a part 
of the cost of the preferred stock but should appear as a deduction 
from the dividend to be received. To illustrate, assume that 100 shares 
of $100 par 6 per cent preferred stock are purchased on March 1 at a 
cost of $10,600, which includes fees, taxes, and a charge for accrued 
dividends from January 1 to March 1. A semiannual dividend is 
declared on June 10, payable July 1. Entries are made as follows: 


March 1 Investment in 6S Preferred Stock 10,500 

Dividend Income . 100 

Cash . 10,600 

July 1 Cash . 300 

Dividend Income 300 


When two or more securities are acquired for one lump-sum price, 
this cost should be allocated in some equitable manner to the different 
acquisitions. When independent market values are available for each 
security, cost may be apportioned on the basis of the relative values. 
When there is a market value for one security but not the other, it 
may be reasonable to assign the market value to the one and the cost 
excess to the other. If no separate values are available, it may be neces¬ 
sary to delay cost apportionment until such time when support for an 
equitable division of cost is available. In certain instances it may be 
desirable to carry the two securities in a single account and to treat 
the proceeds from the sale of one as a subtractifin from total cost, the 
residual cost then to be identified with the other. To illustrate the 
foregoing procedures, assume the purchase of 100 units of preferred 
and common stock at $75 per unit; each unit consists of one share of 
preferred and two shares of common. Assuming independent quoted 
prices of $60 and $10 per share for preferred and common shares re¬ 
spectively, the investment cost is recorded in terms of the relative 
values of the securities acquired as follows: 

Investment in Preferred Stock 5,625 

Investment in Common Stock . .... 1,875 

Cash . . 7,500 

Value of preferred: 100X$60 $6,000 

Value of common: 200X$10 2,000 


$ 8,000 
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Cost assigned 1M22.X$7,500 -$5,625 (cost per share: $5,625 
to preferred: $8,000 -h 100, or $56.25) 

Cost assigned X $7,500 *$1,875 (cost per share: $1,875 

to common: $8,000 - -r- 200, or $9,375) 

$7,500 

If only a value for preferred of $60 is available, the investment cost 
is recorded as follows: 


Investment in Preferred Stock. 6,000 

Investment in Common Stock. 1,500 

Cash. 7,600 


Cost of preferred and common.$7,500 

Cost identified with preferred (market). 6,000 (cost per share: $60.00) 

Remaining cost identified with common. .$1,500 (cost per share: $1,500-^200, 

or $7.50) 

If the division of cost must be deferred, the following entry is made: 
Investment in 100 units of Preferred and Common 


Stock. 7,500 

Cash. 7,500 


This joint investment balance may be closed when a basis for appor¬ 
tionment is established and costs can be assigned to individual issues. 

When stock is acquired subject to special calls or assessments, such 
payments to the corporation are recorded as additions to the costs of 
the holdings. Voluntary contributions by the stockholders to the cor¬ 
poration to enable it to eliminate a deficit, to retire bonds, or to effect 
a reorganization, are likewise treated as additions to investment cost. 

When there are several acquisitions of the same security, care 
should be taken to preserve costs of the individual purchases in the 
accounts. As indicated earlier in the case of marketable securities, 
when there is a sale of part of the holdings, cost is normally arrived at 
by reference to costs of specific shares sold, or in the absence of such 
identification, by calculation by the first-in, first-out rule. This costing 
procedure is required by income tax laws and is also an acceptable 
method from an accounting point of view. Even if the cost of securi¬ 
ties sold were to be calculated in terms of average cost on the books, it 
would still be necessary to preserve costs of the several security acqui¬ 
sitions to meet tax computation requirements. 

STOCK VALUATION The importance of information concerning 

market values for temporary investments has 
already been described. Management’s intent to use these assets as a 
source of cash gives support to the recognition of current market values. 
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But when it is management’s intent to hold securities, market values 
and fluctuations in such values do not assume the significance that 
they have in the case of temporary investments. As in the case of other 
long-term assets, cost may be accepted as a primary basis for the valua¬ 
tion of securities acquired as a long-term investment. Cost valuation 
may be supplemented by parenthetical disclosure of the market values 
of long-term investments when such data are available. This practice 
serves to make statements more fully informative. 

With a significant and apparently permanent decline in the value 
of long-term securities, departure from cost and the recognition of the 
loss that has taken place is necessary if financial position is not to be 
misrepresented. For example, assume that investments are held in 
companies that have discontinued dividends or that are facing the pos¬ 
sibility of creditor control as a result of continued losses, or assume in¬ 
vestments in companies in foreign countries and the outbreak of war 
in such countries. Cost can no longer be considered as recoverable 
through revenue of future periods; the serious impairment of asset 
values in such instances cannot be overlooked. When the investment 
is to be written down, this is preferably accomplished by the establish¬ 
ment of a valuation account so that the record of cost is preserved for 
tax accounting. Special valuation procedures may be employed where 
a long-term investment represents a controlling interest in the stock 
of another company. These are described later in this chapter. 

DIVIDENDS The receipt of cash dividends is recorded by 

a debit to Cash and a credit to Dividend In¬ 
come. When an earnings distribution is made in the form of assets 
other than cash, the property received should be recorded at its fair 
market value and Dividend Income should be credited. 

Three dates are generally included in the formal dividend announce¬ 
ment : (1) date of declaration, (2) record date, and (3) date of payment. 
The formal dividend announcement may read somewhat as follows: 
“The Board of Directors at their meeting on November 5, 1953, de¬ 
clared a regular quarterly dividend on outstanding common stock of 
50 cents per share payable on January 15, 1954, to stockholders of 
record at the close of business, December 29,1953.” The stockholder 
becomes aware of the dividend action upon its announcement. But if 
he sells his holdings and a new owner is recognized by the corporation 
prior to the record date, the dividend is paid to the new owner. If the 
stockholder retains his holdings until the record date, he will be entitled 
to the dividends when paid. After the record date, then, stock no longer 
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carries the dividend right and sells “ex-dividend.”' Accordingly, a 
stockholder is justified in recognizing the corporate dividend action on 
the record date. At this time a receivable account may be debited and 
Dividend Income credited. Upon receipt of the dividend, Cash is 
debited and the receivable credited. 

It should be pointed out that federal income tax regulations pro¬ 
vide that dividends on corporate stock are taxable only when unquali¬ 
fiedly made subject to the demand of the stockholder. Even though 
reporting income on an accrual basis, then, a taxpayer recognizes 
dividends as income only as these become available. Frequently, in 
accordance with income tax requirements, one finds dividends recog¬ 
nized on the books and statements only after they have been received. 
Such practice is not objectionable when followed consistently, and the 
regular lag in dividend recognition results in no material distortion of 
periodic revenues. 

STOCK DIVIDENDS A company may decide to distribute to its 

common stockholders a dividend in the form 
of additional common stock. Such a dividend does not affect company 
assets but simply results in the transfer of earned surplus to capital 
stock. The increase in total stock outstanding is distributed prorata 
to individual stockholders. The receipt of additional shares by stock¬ 
holders leaves their respective equities exactly as they were. While 
the number of shares held by individual stockholders has gone up, 
there are now a greater number of shares outstanding and proportion¬ 
ate interests remain unchanged. The division of interests into a greater 
number of parts cannot be regarded as giving rise to income. Only a 
memorandum entry needs to be made in recognizing the receipt of ad¬ 
ditional shares. Original investment cost applies to a greater number 
of shares, and this cost is divided by the total shares now held in arriv¬ 
ing at the cost per share to be used upon subsequent disposition of hold¬ 
ings. This new cost basis is indicated in the memorandum entry. 

It may be noted that market recognition of the stock dividend will 
result in a similar restatement of the market value of the security. For 
example, assume that shares sell for $45 just before the record date for 
a 50 per cent dividend. Such stock would be expected to sell at a lower 
market in view of the action that now puts into the hands of stock¬ 
holders 50 per cent more shares with no increase in company assets. 
After the dividend, shares carry the book value and represent the 

‘Stock on the New York Stock Exchange is quoted ex-dividend or ex rights two 
full days prior to the record date because of the time required to deliver the stock, 
and to record the stock transfer. 
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equity previously attached to a single share; I 5 shares are now w'orth 
$45, or each share has a value of $30 ($45 - j - 1.5). 

When purchases of stock are made at different costs, the stock 
dividend will have to be related to such different purchases. Adjusted 
costs for shares comprising each lot held can then be developed. To 
illustrate, assume that H. C. Smith owns stock of the Banner Corpora¬ 
tion acquired as follows: 



Shares 

Cost per Share 

Total Cost 

Lot ifl 

50 

$120 

$6,000 

Lot #2 

30 

90 

2,700 


80 


$8,700 


A stock dividend of 1 share for every 2 held is distributed by the 
Banner Corporation. A memorandum entry on Smith’s books to report 
the number of shares now held and the cost per share within each lot 
follows: 

Received 40 shares of Banner Corporation stock, representing a 
50% stock dividend on 80 shares held. Numbtr of shares held and 
costs assigned to shares are now as follows 

Shares Costs per Share Total Cost 

Lot #1 75 (50 + 25) $80 ($6,000 - 75) $6,000 

Lot /2 . . 45 (30 + 15) 60 ($2,700 ^ 45) 2,700 

120 .$8,700 

These costs assume significance upon the subsequent sale of shares. 
The sale of the 75 shares comprising Lot 1, for example, would be 
charged with a cost of $6,000. The sale of only part of the shares identi¬ 
fied with this lot would call for use of a cost of $80 per share. If shares 
sold are identified as those of Lot 2, cost would be figured at $60 per 
share. Assuming that 100 shares are sold at $100 and stock is unidenti¬ 
fied as to lot, the following entry is made in giving effect to cost cal¬ 
culation on the first-in, first-out basis: 


Cash 10,000 

Investment in Banner Corporation Stock 7,500 

Gain on Sale of Banner Corporation Stock 2,500 

Sold 100 shares, cost calculated upon the first-in, first-out 
basis as follows: 

75 shares at $80 $6,000 

25 shares at $60 1,500 

Total cost assigned to sale $7,500 
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The foregoing analyses assume maintenance of cost data in the 
investment accounts in accordance with tax requirements. The use of 
an average cost on the books would result in a charge of $72.50 for each 
share sold ($8,700-^120). However, $72.50 cannot be used for tax 
purposes, and analysis by lots as illustrated would still be required in 
calculating the taxable gain or loss on share dispositions. 

When a stock of a class different from that held is received as a 
stock dividend, such a dividend, too, should not be regarded as income. 
As in the case of a like dividend, a portion of the surplus that had been 
related to the stock held and that represented a part of its book value 
has now been formally labeled capital stock. All owners of the stock 
on which the dividend is declared participate prorata in the distribu¬ 
tion. The respective equity of each owner in the corporate capital 
remains unchanged, although it is now composed of two classes of 
stock instead of a single class as previously. While there is now a book 
value identified with the new stock, this is accompanied by a corres¬ 
ponding decrease in the book value identified with original holdings. 
A similar position can be taken when an investor receives dividends 
in the form of bonds or other contractual obligations of the corporation. 

One difference between the receipt of stock of the same class and 
securities of a different class needs to be noted. When common stock 
is received on common, all shares are alike and original cost may be 
equitably assigned in terms of the total number of units held after the 
dividend. When different securities are received whose value differs 
from that of the shares originally held, it would not be proper to assign 
an equal amount of original cost to both old and new units. Instead, 
equitable apportionment of cost would suggest use of the relative sales 
values of the two classes of securities. To illustrate, assume the owner¬ 
ship of 100 shares of X Co. common stock acquired at $100 per share. 
A stock dividend of 50 shares of $25 preferred stock is distributed. At 
this time the common stock is selling for $65 and the preferred stock 
for $20. The receipt of the dividend and the cost apportionment may 
be recorded as follows: 


Investment in X Co. Preferred Stock. 1,333.33 

Investment in X Co. Common Stock. 1,333.33 


Received 50 shares of preferred stock as dividend 
on 100 shares of common. Cost of common apportioned 
to common and p/eferred stock on basis of relative 


sales values: 

Value of Preferred 50X$20. $1,000 

Value of Common 100X$65. 6,500 


$7,500 
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Cost assigned 1^000 x$10,000 -$1,333.33 (cost per share: $1,333.33 
to preferred: $7,500 -h 50, or $26.67) 

Cost assigned $6.500 x$10,000 =$8,666.67 (cost per share: $8,666.67 
to common: $7,500 - - - -r 100, or $86.67) 

$ 10 , 000.00 

It should be pointed out that while the United States Supreme 
Court originally supported the general proposition that a stock divi¬ 
dend results in no income to the recipient, it later held that exception 
to this position is called for when the stock dividend is not of the same 
class as that on which it is issued., In the latter instance, it held that 
the stockholder realized income equal to the fail’ market v^alue of the 
new stock acquired. Federal tax laws take this position in requiring 
the taxpayer to report as taxable income the market value ol the new 
security. When the investor follows the tax view in the accounts, the 
new security is recorded at its market value and Dividend Income is 
credited. Loss or gain on the sale of the new' security is then calculated 
in terms of the value established on its receipt; lo.s or gain on the sale 
of the old security is calculated on the basis of thf' unadjusted cost of 
original holdings. 

STOCK SPLIT-UPS A corporation may effect a stock split-up by 

reducing the par of the stated value of capital 
stock and increasing the number of shares outstanding accordingly. 
Capital stock and surplus balances remain unchanged on the corporate 
books; however, the stockholders’ ledger is revised to show the increa.sed 
number of shares identified with each stockholder. A split-up leaves 
.stockholders’ respective interests in the corporation exactly as they 
were. 

To illustrate, assume that a company effects a 3-for-l split of 
its shares. Each stockholder acquires 3 shares for every 1 held, but 
each share now represents only one third of the interest previously 
represented in view of the increase in total shares outstanding. Further¬ 
more, stock can be expected to sell for only one third of its previous 
value as a result of the split. No income can be recognized on the divi¬ 
sion of holdings into a greater number of shares; however, with the 
increase in shares, each new share now carries one third of the original 
cost. A memorandum entry is made to report the increase in the num¬ 
ber of shares and the corresponding decrease in the cost of each share. 

Accounting for stock split-ups, then, follows that described for 
stock dividends. Tax requirements for a split-up agree with the fore¬ 
going. 
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STOCK RIGHTS When a corporation wishes to expand its 

operations through the sale of additional 
stock for cash, it must first afford stockholders the right to subscribe 
to the new stock. This privilege attaching to stock is called the pre¬ 
emptive right and is designed to enable a stockholder to retain his 
respective interest in the corporation. For example, assume that a 
stockholder owns 50 per cent of the outstanding stock. If the stock is 
doubled and the additional stock is offered and sold to other parties, 
his interest in the company would drop to 25 per cent. With the right 
to subscribe to his prorata share of any new offering, the stockholder 
can maintain his proportionate interest in the corporation. It should 
be noted, however, that pre-emptive rights generally apply only to the 
issue of the same kind of stock held by the stockholders. The statutes 
of some states allow the corporation to limit stockholders’ pre-emptive 
rights by suitable provisions in the corporate charter. 

Because of the possibility of failure to dispose of an entire new offer¬ 
ing by sale to existing stockholders, many corporations follow the policy 
of having the offering underwritten by an investment house. Under 
this arrangement, the underwriting house agrees to purchase at an 
agreed price all stock that is not sold to the existing stockholders. 

In order to make subscription privileges atti’active and to insure sale 
of the stock, it is customary for corporations to offer the additional 
issues to its stockholders at less than the niai’ket price of the stock. 
Certificates known as warrants are issued to each stockholder. W^ar- 
rants repre.sent rights to sub.scribe for stocTc in proportion to the hold¬ 
ings on which they are issued. One right is offei’ed for each share held. 
But more than one right may be required foi‘ the .subscription to one 
share. Rights may be sold by the stockholder if he does not care to 
exercise them himself. 

As in the case of cash and other dividends, the board of directors 
in declaring rights to subscribe for additional shares designates a record 
date that follows the declaration date. All persons who are shown on 
the records of the corporation to be stockholders on the record date 
are entitled to the rights. Stock is sold “rights-on” up to the record 
date, since the party who acquires the stock will receive the rights upon 
their issuance. After the record date, the stock sells “ex-rights,” and 
the rights may be sold separately by those who own the rights as of 
the record date. A date on which the rights e.xpire if they are not exer¬ 
cised is also designated at the time the rights are declared. Rights are 
worthless beyond the expiration date. 
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ACCOUNTING FOR Federal income tax regulations prescribe cer- 
STOCK RIGHTS determination of the gain 

or the loss on (1) the sale of rights, (2) the sale of the stock on which 
the rights are issued, and (3) the sale of stock acquired by exercise of 
the rights. These rules are acceptable from an accounting point of 
view and are normally applied in the accounts. They are illustrated 
in the example that follows. 

Assume that in 1950 W. C. Warner acquires 100 shares of Superior 
Products Common, par $100, at $180 per share. In 1952 the corporation 
issues rights to purchase 1 share of common at par for every 5 shares 
owned. Warner thus receives 100 rights- one right for each share 
owned. However, since 5 rights are required for the acquisition of a 
single share, the 100 rights enable Warner to subscribe for only 20 new 
shares. Warner’s original investment of $18,000 may now be considered 
to apply to two classes of assets, the shares themselves and the rights 
now separately held. Since cither class of security may be sold sep¬ 
arately, an allocation of the original (‘ost of the dock to the stock and 
to the rights may be made. This allocation is made on the basis of the 
relative market values of each security as of the date that the rights 
are issued. The cost allocation may be expressed as follows: 


Cost Assigned to Rights: 


Mar ket Valu e of Right s_ 

Market Value of Stock Ex-Rights 
-f M arket Value of Rights 


Original 
X Cost of 
Stock 


Cost Assigned to Stock: 


Market Value of Sto ck F x-Rights 

Market Value of Stock Ex-Rights 
-h Market Value of Rights 


Original 
Cost of 
Slock 


Assume that Superior Products Common is selling ex-rights at 
$121 per share and rights are selling at $4 each. The cost allocation is 
made as follows: 


Cost Assigned to Rights:-X $18,000 - $ 576 ($576 -f 100 = 

121 + 4 $5.76, cost per 

right) 


Cost Assigned to Stock 
(balance): 


121 

121 + 4 


X $18,000 = 


$17,424 ($17,424 - 100 = 
$174.24, cost per 

-- share) 

$18,000 


Total cost assigned 
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The following entry may be made at this time: 

Superior Products Stock Rights 576 

Investment in Superior Products Common 576 

Received 100 rights permitting the purchase of 20 
shares at par. Cost of stock was apportioned on the 
basis of the relative market values of stock and rights 
on the date of issue of the rights. 

A corporation issuing rights generally notifies individual stock¬ 
holders of the portion of cost to be applied to rights. While stock¬ 
holders’ cost assignments to rights will vary as a result of the different 
amounts paid for the stock originally acquired, the cost apportionment 
formula is the same in each case. Instead of notifying stockholders of 
an assignment of ^/u-, of the original cost to rights, as above, the 
corporate notice would normally instruct stockholders to calculate 
rights cost at 3.2% of their respective investment cost (4-4-125). 

The cost apportioned to the rights is used in determining the gain 
or the loss arising from the sale of rights. Assume that the rights in 
the preceding example are sold at 4). The following entry would be 
made: 

Cash 

Loss on Sale of Superior Products Stock Rights 
Superior Products Stock Rights 
Sold 100 rights at 4*. 

If the rights are exercised, the cost of the new shares acquired con¬ 
sists of the cost assigned to such rights plus the cash that is paid in the 
exercise of the rights. Assume that, instead of selling the rights, Warner 
exercises his privilege to purchase 20 additional shares at par. The 
following entry is made: 

Investment in Superior Products Common 2,576 

Superior Products Stock Rights 576 

Cash 2,000 

Exercised rights acquiring 20 shares at par, $100. 

Assuming the exercise of rights, Warner's records show an invest¬ 
ment balance of $20,000 consisting of two lots of stock as follows: 

Lot 1 U050 acquisition) 100 shares ($17,424 100= $174.24, cost 

per share as adjusted) $17,424 

Lot 2 (1952 acquisition) 20 shares ($2,576 -j- 20 = $128.80, cost per 

share acquired through rights) 2,576 

$ 20,000 

These costs provide the basis for calculating gains or losses from 
subsequent sales of the stock. 


450 

126 

576 
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When rights are received as a result of the ownership of stock that 
was acquired through several purchases at different costs, special care 
is required in tracing costs. Rights must be related to the different 
stock lots owned. Costs of each stock lot would then be allocated be¬ 
tween the stock and the rights emerging from the ownership of the 
particular lot. These costs are used in the future sale or exercise of the 
various stock-right lots. If all of the rights are exercised, newly ac¬ 
quired stock would be considered to consist of a number of lots at dif¬ 
ferent costs depending upon the cost of the rights exercised in their 
respective acquisitions. 

Frequently a warrant includes one or more rights that cannot be 
used in the purchase of a whole share. For example, assume that the 
owner of 100 shares receives 100 rights that permit him to .subsciibe to 
1 share for every 6 rights held. Here the holder uses 90 rights in sub¬ 
scribing to 16 shares. He may (1) waive the right to e.xercise the 4 
remaining rights, (2) sell the 4 rights, reporting a gain cr a lo.ss on such 
sale, or (3) supplement the 4 rights by the purchase of 2 more rights, 
thus making possible the purchase of an additional share of stock. 

If the owner of valuable rights allows them to lapse, it would appear 
that the cost assigned to such rights should be written off as a loss. 
Support for such action is based on the theory that the i.ssuance of 
stock by the corporation at less than current market price results in 
some dilution in the equities identified with original holdings. However, 
when changes in the market price of the stock make the exercise of 
rights unattractive and the rights cannot be sold, any co.st of rights 
reported separately should be returned to the investment account. It 
may be noted that for income tax purposes a loss cannot be claimed 
when rights are allowed to lapse. For tax purposes, then, stock invest¬ 
ment cost remains unchanged when rights are not exercised or sold. 

One frequently finds in practice that no entry is made upon acqui¬ 
sition of rights; but appropriate reduction in the cost attaching to the 
original investment is made at the time of the sale or the exercise of 
rights. While the transfer of cost through a stock rights account is not 
shown, investment balances would be the same after the sale or the 
exercise of rights. 


THEORETICAL VALUE Reference is frequently made to the theorefi- 
OF STOCK RIGHTS value of stock rights. The theoretical 

value of rights is the value at which it is expected rights will sell on the 
market. The theoretical value may be calculated (Ij when stock is 
still selling rights-on or (2) after the date rights have accrued to owners 
and stock sells ex-rights. 
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Calculation of Theoretical Vahie of Rights When Stock Sells Rights- 
On. The value at which it is expected that rights will sell may be cal¬ 
culated by the following formula: 


Value of Stoc k RiKhts-On Min us Subscr iption P rice 
Number of Rights Required to Purchase 1 Share Plus 1 


Value of 1 Right* 


Assume that in the preceding example the common stock of Supe¬ 
rior Products sells rights-on at $125 and that after the rights are sold 
separately a share can be bought for $100 plus 5 rights. By the use of 
the foregoing formula, the theoretical value of the rights may be found 
as follows: 


$125 - $100 
5 + 1 


$4b, theoretical value of 1 right 


The theoretical value of the stock, or the value at which the stock 
is expected to sell ex-rights, is $125 - 4i, or $120^ The foregoing 
values would result in similar costs for the purchase of rights and the 
payment of the exercise price ($100 + [5 x $4?,J) as compared with 
the purchase of shares outright ($120,^). However, market forces 
will fail to provide such close cost correspondence when the stock and 
the rights are first quoted separately. In the example on page 343 it 
was assumed that the stock opened at $121 ex-rights, while rights sold 
for $4. 


Calculation of Theoretical Value oj Rights After Stock Sells Ex- 
Rights. When stock sells ex-rights, the difference between the market 
value of the stock and the amount at which the stock can be acquired 
from the company through exercise of rights is the value attached to 
the number of rights i-equired for such exercise. The theoretical value 
of the rights when the stock sells ex-rights may be expressed in formula 
form as follows: 


Value of Stock Kx-Rij^hts Minus Subscription Price 
Number of Rights Required to Purchase 1 Share 


= Theoretical Value of 
Stock Rights 


^The derivation of this formula may be observed from the following: Assume 
that the common stork of Superior Products sells rights-on at $125, but that it later 
can be purchased at $100 plus 5 rights. 


Before rights sell separately: 

After rights sell separately: 

The first equation is 

After transposition, the second equation is 


1 share+ 1 right = $125 
1 share = $100-1 5 rights 

1 share-1-1 right = $12 5 
1 share —5 rights = $100 


By subtracting the second equation from the first 
Then 


6 rights = $25 
1 right =$4i 
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Assuming that the stock previously mentioned drops from $121 
to $115, one would expect the rights to move correspondingly from $4 
to a theoretical value as follows: 

- $100 ^ 


LIQUIDATING When stock is held in a company whose chief 

DIVIDENDS asset is a natural resource that is being con¬ 

sumed by the operations of the company, the dividends received may 
be in part a distribution of amounts received from the sale of such 
assets, or in effect a liquidating dividend, and the balance a distribu¬ 
tion of profits resulting from operations. When this is the case, the 
investment account is credited with the amount representing the liqui¬ 
dating dividend and an income account is credited with the amount 
representing earnings. For example, assumf- that dividends of $1,200 
are received from the Ames Corporation, 40 per cent representing a 
liquidating dividend. An entry is made as follows: 


Cash 

Investment in Ames Corporation Stock 
Divuhmd Income 


1,200 


480 

720 


Information regarding the peicentage of dividends applicable to 
liquidation and the percentage representing pi-of.ts is reported to the 
stockholder by the corporation making the pa\ment. This report may 
not accompany each dividend '-heck received duiing the fiscal year 
but instead may cover the total of dividend checks paid during the 
period of a year. If dividends have been recordc^d on the books as in¬ 
come during the year, the income account is debited and the invest¬ 
ment account is credited when notification is received concerning the 
amount that is to be recognized as return of invested capital. 

When a company is in partial or complete liquidation, amounts 
received should likewise be identified as distributions of past earnings 
or distributions of invested capital. That portion representing income 
is recorded as a credit to Dividend Income, w'hile that portion repre¬ 
senting a return of invested capital is credited to the investment ac¬ 
count. 

When liquidating dividends exceed investment cost, excess dis¬ 
tributions are reported in a revenue account as gain from the invest¬ 
ment. If liquidation is completed and the investment cost is not fully 
recovered, the balance of the investment account should be written 
off as a loss. 
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STOCK REDEMPTION Stock, particularly preferred issues, may be 

called in for redemption and cancellation by 
the corporation under conditions set by the issue. The call price is 
ordinarily set at a figure higher than the price at which the stock was 
originally issued, but this call price may be more or less than the cost 
to the holder who acquired the stock from another person after its 
original issue. When stock is surrendered to the corporation, an entry 
is made recording the cash received on redemption. The diflference 
between the cash proceeds and the investment cost is recorded as a 
gain or a loss. For example, assume that an investor acquires 100 shares 
of Z Co. 6 per cent preferred stock, par $100, at 97. These shares are 
later called in at 105. The redemption is recorded on the books of the 
stockholder as follows: 

Cash 

Investment in Z Co. 6C Preferred 
Gain on Redemption of Z Co. Preferred 

Received $10,500 on call of Z Co. preferred stock, 
cost $9,700. 

STOCK CONVERSION When stock is converted into another secur¬ 
ity in accordance with terms of the issue, the 
investor opens accounts with the newly acquired security and closes 
the accounts with the security originally held. In the absence of a mar¬ 
ket value for securities exchanged, the cost of the stock exchanged may 
be considered to apply to the new acquisition. If, however, cither class 
of securities has a market value, a gain or loss is recognized on the ex¬ 
change. This gain or loss is determined by the difference between the 
market value and the cost of the stock given up. To illustrate, assume 
(1) that an investor acquires 100 shares of Y Co. convertible preferred 
stock at $100; (2) that this preferred is convertible into two shares of 
Y Co. common at the holder’s option; and (3) that the preferred stock¬ 
holder elects to exercise the conversion privilege at a time when the 
common is selling for $65. The conversion is recorded on the books of 
the stockholder by the following entry: 

Y Co. Common Stock 
Y Co. Preferred Slock 
Gain on Conversion of Y Co. Preferred 

Acquired 200 shares of common stock valued at $65 
in exchange for 100 shares of preferred stock costing 
$ 100 . 

Recognition of a gain or a loss on security exchange can be sup¬ 
ported on the grounds that the exchange closes the transaction cycle 
relating to the original asset and opens a new cycle, the newly acquired 


13,000 


10,000 

3,000 


10,500 


9,700 

800 
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asset requiring valuation in terms of current market. However, there 
are some ivho object to the recognition of gain or loss on stock conver¬ 
sion. These hold that there is no actual realization of gain or loss as 
there would be upon the outright sale of stock; here an asset has been 
replaced by a similar asset, such e.xchange simply calling for a transfer 
of cost from the asset originally held to the newly acquired asset. It 
may be mentioned that income tax laws take this position only on the 
exchange of common for common or preferred for preferred of the same 
corporation. No gain or loss is recognized on such transfers, the cost 
of the original asset becoming the basis for the new' asset. How'evei', 
an exchange of one class of securities for another cla.ss, such as prefen'ed 
for common or stock for bonds, calls for l ecognition of the new asset at 
its current value and the recognition of a gain or a loss unless the ex¬ 
change originates pursuant to a plan of corporate reorganization. 


OWNERSHIP OF CON- The acquisition of a majority interest in the 
W ^TOCI? INTEREST stock of another company rai.-.es the question 

of whether such a relationship calls for special 
accounting in view of the control that is exercised and the effects that 
favorable and unfavorable operations have upon the w'elfare of the 
parent. There are tw'o positions that are taken with respect to carry¬ 
ing investments in subsidiaries: (1) investments may be carried on a 
cost or a modified cost basi.s, comparable to investments in companies 
not so controlled, and (2) investments may be carried in a manner that 
reflects the degree of success or failure of the conti’olled unit. The first 
method emphasizes the legal factors of the relationship by recognizing 
only investment cost and is referred to as the cos/ metJiod; the second 
method emphasizes the economic factors involved in the relationship 
by recognizing changes in the parent’s equity in the subsidiary and is 
referred to as the equity method. 


Cost Method. When the cost method is used, the investment ac¬ 
count reports the original cost of the investment in the subsidiary. 
Increases and decreases in the capital of the subsidiary resulting from 
profit and loss are disregarded on the books of the parent. Dividends 
representing distributions of subsidiary earnings are recorded by credits 
to Dividend Income. Profits of a subsidiary, then, are recognized only 
as these are translated into dividends and become available to the 
parent. 

The foregoing practices are normally subject to tw'o important modi¬ 
fications representing departures from a strictly legal approach: 

(1) Dividends that represent distributions of subsidiary earnings 
accumulated prior to the date on which the parent company acquired 
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control are recorded by the parent not as dividend income but as re¬ 
ductions in the investment balance. Such dividends represent, in 
effect, a partial return of investment or the equivalent of a liquidating 
dividend since the asset transfer is accompanied by the shrinkage of 
subsidiary net asset and capital balances below acquisition amounts. 
The source of dividends, whether out of earnings accumulated prior 
to stock acquisition or after stock acquisition, could be ignored when 
holdings were small, all dividend receipts being recognized as income; 
but when holdings in stock are significant, it becomes important that 
dividends that impair the values in support of the investment balance 
be recognized as such. 

(2) Subsidiary losses that reduce subsidiary proprietorship sub¬ 
stantially below acquisition amounts may be reflected in the parent’s 
books as reductions in its investment balance and surplus. Such write¬ 
downs may be considered appropriate when unsuccessful operations of 
the subsidiary have seriously and presumably permanently impaired 
the value of the investment. 

Equity Method. The equity method brings on the books of the 
parent a recognition of the changes in its equity in the subsidiary as a 
result of subsidiary profit and loss. The subsidiary is viewed as though 
it were a branch. When the subsidiary announces a profit, the parent 
debits the investment account and credits a surplus account; w'hen a 
loss is announced, the investment account is credited and the surplus 
account is debited. 

Since profits of a subsidiary from a legal point of view are not 
realized profits until they are made available to the parent in the foi m 
of dividends, the surplus credit should be made originally to a revalua¬ 
tion surplus account. Losses would be recorded as decreases in such a 
balance. When dividends aie received, two entries are called for: (1) 
the receipt of cash is recorded by a debit to Cash and a credit to the 
investment account, the increase in the subsidiary equity previously 
recognized now becoming available in the form of cash, and (2) re¬ 
valuation surplus equal to the amount of the dividend may now be 
recognized as Dividend Income, subsidiary earnings previously recog¬ 
nized as revaluation surplus now having become available to the 
parent. Dividend Income is closed into Profit and Loss at the end of the 
period and is ultimately reflected as an increase in Earned Surplus. 
The equity method thus consists of the periodic recognition of sub¬ 
sidiary success or failure by the application of appraisal accounting: 
an increase in subsidiary net assets is followed on the books of the 
parent by a revaluation of the investment balance upward and an in- 
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crease in revaluation surplus; a decrease in subsidiary net assets is 
followed on the books of the parent by a revaluation of the investment 
account downward and a decrease in revaluation surplus. 

The cost method and the equity method of accounting for a con¬ 
trolling interest in the stock of a subsidiary are illustrated in the 
following example: 


Cost Method of Equity Method of 

Transaction Carrvinir Investment Carrying Investment 


Jan.1,1953 
Investment in 80,000 
shares of Co. S stock 
at $50, Co. S having 
100,000 shares out¬ 
standing. 

Investment in 

Co. S. Stock. . 400,000 

Cash . 400,000 

Investment in 

Co. S Stock 400,000 

Cash 400,000 

June 30,1953 
Announcement by 
Co. S of net income 
of $30,000 for six- 
month period. 
(Parent’s share of 
profits, 80% of 

$30,000.) 

No entry 

Investment in 

Co. S. Stock 24,000 

Revaluation 

Surplus From 

Recognition of 

Undist ributed 

Profits of Co. 

S. 24,000 

Dec. 10, 1953 
Payment of dividend 
by Co. S, $10,000. 
(Parent’s share of 
dividend, 80% of 
$10,000.) 

Cash 8,000 

Dividend In¬ 
come. 8,000 

Cash 8,000 

Investment in 

Co. S. Stock 8,000 

Revaluation 

Surplus -From 

1 Recognition of 

Undistributed 

Profits of Co. S 8,000 
Dividend In¬ 
come 8,000 

Dec. 31, 1953 
Announcement by 
Co. S of net loss of 
$5,000 for six-month 
period. (Parent’s 

share of loss, 80% of 
$5,000.) 

No entry 

Revaluation 

Surplus — From 

Recognition of 

Undistributed 

Profits of Co. S 4,000 
Investment in 

Co. S Stock 4,000 


The effect of subsidiary operations upon parent company profit and 
loss in each case above is the same. In each instance the parent 
recognizes income and an earned surplus increase of $8,000. How¬ 
ever, when the cost method is used, the investment account remains 
unchanged at $400,000. When the equity method is used, the invest¬ 
ment balance is $412,000, reflecting the net increase that has taken 
place in the parent’s equity in the subsidiary as a result of the recogni¬ 
tion of undistributed earnings of the subsidiary since date of acquisi- 
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tion, 80% of $15,000, or $12,000. The $12,000 increase in the invest¬ 
ment balance is matched by a similar balance in the revaluation surplus 
account Undistributed Profits of Co. S. 

If both the legal and the economic aspects of the relationship are to 
be disclosed on the statements of the parent company, cost method 
accounting should be accompanied by data provided in parenthetical 
or other appropriate form concerning net changes in the parent’s 
equity in subsidiary earnings since control of the subsidiary was 
achieved; equity method accounting should be accompanied by data 
concerning original investment cost. Investment data might be shown 
on the balance sheet as follows: 

(Cost Method) 

Investment in Subsidiary Co. S 

(Investment is carried at orijrinal cost of 80,000 shares representing an 
80% interest. The company’s equity in undistrilmted profits of Co. S 
since date of acijuisition, Jan. 1, lOo;}, not included in the accounts, is 
80% of $i:),000, or $l‘J,000.) 400,000 

(K(juity Method) 

Investment in Subsidiary Co. S 

(Investment is carried at cost of 80,000 shares representing an 80% 
interest, $400,000, increased by the company’s enuity in undistributed 
profits of Co. S since date of accjuisition, Jan. 1, lOTl, 80% of $!.■),000, 
or $12,000.) . 412,000 

The u.se of the equity method calling for an investment balance 
that follows changes in subsidiary capital brings an economic interpre¬ 
tation of the relationship between parent and subsidiary into the 
separate accounts of the parent. However, the full economic implica¬ 
tions to the parent of subsidiary ownership and oper ations can be pi'e- 
sented only thi'ough the pi'eparation of consolidated statements. Assets 
and liabilities of the subsidiary replace the investment account and 
are combined with assets and liabilities of the parent and increases or 
decreases in subsidiary capital are combined with surplus of the parent 
in developing a consolidated balance sheet; income and expense bal¬ 
ances of the subsidiary ai’e combined with similar balances of the 
parent in developing a consolidated income statement. Statements are 
prepared as though parent and subsidiary units were a single entity. 
Financial position and pr'ogress are r’eported for’ affiliated units from an 
over-all economic point of view, and the legal realities underlying the 
relationships are disr’egar’ded. 

Frequently, only consolidated statements are made available by 
parent companies to their stockholders; but in a number of cases both 
individual and consolidated statements are made available. The de¬ 
tailed pr’oblems involved in the development of such statements are 
beyond the scope of this chapter. 
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INVESTMENTS AND Previous discussions have suggested that 
TAX ACCOUNTING federal income tax laws may call for the use 
of a certain method when a number of methods, including the one 
prescribed, may be considered theoretically sound from an accounting 
point of view. In other instances tax laws call for the use of certain 
arbitrary methods that differ from those that might warrant applica¬ 
tion on theoretical grounds. Normally, the procedures that are to be 
used in the calculation of taxable income are actually applied by the 
taxpayer in the accounts so that analysis of income and its restatement 
for tax purposes may be avoided. Such practice may be supportable 
when the tax methods are acceptable ones, or when their applications 
offer measurements that do not differ materially from those that might 
be obtained through the use of altei-nativc methods considered more 
acceptable under the circumstances. But the use in the books of tax 
methods that are considered to result in significant misstatements in 
costs and in revenue cannot be supported In the event of conflict 
between acceptable accounting procedures and tax procedures, ac¬ 
counting reports should be developed in terms of the former, while 
supplementary records may be maintained to report the financial 
data required for tax reporting. Accounting statements, then, properly 
summarize financial activities, while tax returns can be sati.sfactorily 
prepared and supported through the use of book figures and supple¬ 
mentary tax records. 


QUESTIONS 

1. Distinguish between temporary investments and long-term invest¬ 
ments. 

2. State how each of the following would be classified on the balance 
-sheet: 

(a) Stock held for purposes of control. 

(b) Stock rights to be sold. 

(c) Stock held for conversion into bonds within six months. 

(d) Stock that is intended to be transferred to a supplier in cancellation 
of an amount owed. 

3. How would you record an investment in -stock when it is acquired: 
(a) by exchange for assets whose value is known; (b) by exchange for 
assets whose value is not known, stock for patents, for example? 

4. The Parker Co. accepts 2,000 shares of Murdock Common stock in 
full payment of a claim of $12,000 against the latter company. State how 
this transaction would be recorded on the books of the Parker Co., as- 
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suming that (a) Murdock stock is closely held and no market value is 
available; (b) Murdock stock is quoted on the market at $5; (c) Murdock 
stock is quoted on the market at $6.50 bid, $7.50 asked. 

5. Explain how you would record the purchase of stock and bond units 
acquired for one lump sum when (a) only one of the securities is quoted 
on the market, (b) both securities are quoted, (c) neither security is quoted. 

6. R. S. Doug purchases 1,000 shares of Abbott Motors at $90 a share, 
paying his broker $40,000. At the end of the year he shows on his bal¬ 
ance sheet Abbott Motors Stock, $75,000. The market value of the stock 
is now $125 a share and Doug has made no further payment to his broker. 
Do you approve of this report? Explain. 

7. A. T. Bell purchased 100 shares of Ann Arbor Electric 5% Preferred 
at 80,100 shares at 100, and 100 shares at 120. Later he sold 200 shares at 
135. (a) Assuming that Bell wishes to report as little gain for tax purposes 
as possible this year, what procedure would you advise? (b) How will this 
procedure affect the disposition of remaining stock? 

8. Jackson Parks insists that accounting consistency would require that 
the valuation procedure apf)lied to permanent investments should be the 
same as that applied to short-term investments. Do you agree? Give 
reasons in support of your position. 

9. (a) Distinguish between a warrant and a stock right, (b) Distinguish 
between stock sold rights-on and stock sold ex-rights. 

10. Give the equation for calculating the theoretical value of a stock right 

(a) before rights are issued, (b) after rights are issued. 

11. Warren Phillips receives stock rights on an investment and a notice 
from the corporation indicating that 2.6135^ i of the cost of his investment 
is to be applied to the rights. Explain how the corporation arrived at 
this percentage and the use that Phillips is to'mal.e of this information. 

12. B. A. Beard receives a $4.00 dividend from Atlas Securities Co. 
accompanied by a statement that $1.56 represents a distribution of income 
and $2.44 represents a dividend in partial liquidation, (a) What is the 
meaning of this statement? (b) What entry would Beard make in record¬ 
ing the dividend? 

13. How should each of the following situations be treated on the books 
and on the income tax return: 

(a) Announcement of dividends on investments and arrival of record” 
date. 

(b) Sale of part of security holdings acquired in three lots. 

(c) Receipt of stock dividend of common on common. 

(d) Receipt of stock dividend of preferred stock on common. 

(e) Exchange of 1 share of common for 3 in stock split-up. 

(f) Receipt of stock rights and their sale. 

Surrender of preferred stock at a redemption price that is less than 
cost. 

(h) Receipt of dividends from a subsidiary company 90% owned. 
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14. (a) Define: (1) parent company, (2) subsidiary company, (b) How 
muclti stock ownership is required to exercise control? 

15. (a) Explain the two methods that may be emploj^'od in carrying in¬ 
vestments in subsidiary companies and indicate how they differ from each 
other, (b) What arguments can you give pro and con for each method? 

16. The Matthews Co., 90^^ owned by the Fellows Corp., has incurred 
material losses for a five-year period, (a') How would th(\se losses be 
recognized if the equity method is employed in carrying the investment? 
(b) Would you recommend any recognition of the losses if the cost method 
is employed? If so, what form would such recognition take? 


EXERCISES 

1 . R. T. Welding acquired 100 shares of Walsh Co. stock at 15. At a 
later date he received a stock dividend of 25 shares, which he sold at 12. 
Proceeds from the sale were recorded as income. What correction in the 
accounts would you make assuming: (a) the transaction took place 
currently and accounts are still o])en: (b) the transaction was recorded 
in the previous period and accounts an* closed? 

2. The Billings Co, holds stock of Willsie acquired as follows: 

1950 100 shares $6,200 

1951 100 shares 4,750 

1952 50 shares 2,200 

Give the entries that would be made upon the sale of 150 shares in 
1953 at $56 per share assuming that cost is determined by (a) the first-in, 
first-out method, (b) the weighted average cost, (c) identification of lots 
sold as 1951 and 1952 purchases. 

3. A. C. Wilson purchased 1,000 shares of Michigan Motors on April 6 
at 651. The brokerage cost was $240. On March 15 Michigan Motors 
declared a $1.50 cash dividend payable on May 1 to stockholders of record 
on April 15. Give the journal entry for (a) the purchase of the stock on 
April 6 and (b) the receipt of the cash dividend on May 1. 

4. M. A. Parks holds stock of A-B Trading Co. acquired as follows: 

Jan. 2, 1951 100 shares at $40 $4,000 

Mar. 30, 1952 100 shares at $46 4,600 

In 1953 Parks receives a 50^^ stock dividend. He then sells 150 shares 
at 34^. What entry would be made to record the sale? 

5. Bill Beck owns 100 shares of common acquired at $60 per share. What 
is the cost basis per share for his investment holdings assuming that: 

(a) He receives a common stock dividend of 1 for 4. 

(b) Common stock is exchanged in a 5-for-l split. 
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(c) He receives a preferred stock dividend of } share for every 2 held; 
common is selling ex-dividend at $50; preferred is selling at $50, 

6 On July 10 the Atlantic Co. declares stock rights to be made available 
t?rstockholders of record July 25, the rights to expire on August 15. The 
rights permit the purchase of 1 share of stock at $80 for every 4 shares 
held. The stock is sold on July 24 rights-on at $120. (a) What would you 
suggest is the theoretical value of each right when these are sold separately 
on July 25? (b) What is the significance of each of the dates indicated? 

7. The Davis Co. issues rights to subscribe to its stock, the ownership of 
5 shares entitling the stockholder to subscribe for 1 share at par, $10. 

(a) Assuming that stock is quoted rights-on at $12.50, what is the theoreti¬ 
cal value of a right? (b) Assuming that stock is quoted ex-rights at $12.50, 
what is the theoretical value of a right ? 

8. The Drucker Manufacturing Co. wishes to finance an expansion pro¬ 
gram through the issue of new stock. Accordingly it offers its stockholders 
the opportunity to subscribe to new stock at $135 per share up to 50% of 
their holdings. The value of the stock on July 1 is $150 per share. Stock 
goes ex-rights on the market on July 2. A. L. Wesley owns 100 shares of 
Drucker Manufacturing Co. stock acquired at a cost of $6,000. (a) What 
is the theoretical value of Wesley’s rights when these are received? (b) 
Assuming that the theoretical value is used as a basis for cost apportion¬ 
ment, what entry would be made' if Wesley sells his rights for $400? (c) 
What entry would be mad(‘ if Wesley exercises his rights? 

9. On April 1, N. N. Andrews purchased 1,000 shares of Doyle Parts 
common stock, pa,r $5, at 24. On July 7 Andrews received a stock dividend 
of 1 share for every 5 owned. On September 10 he received a cash dividend 
of 60 cents on the stock and was granted the right to purchase 1 share at 
$10 for every 4 shares held. On this date stock had a market value ex¬ 
rights of $15, and each right had a value of $1. On December 12 Andrews 
sold 400 rights at H and exercised the remaining rights. What entries 
will appear on Andrews’ books as a result of the foregoing? 

10 ^Journalize the following transactions for S. R. Shore for 1953: 

(a) On June 15 purchased 800 shares of O'Connor Company common 
stock, par $10, at 60. 

(b) On July 10 received a 33^7 stock dividend. 

(c) On September 10 received a $1 cash dividend on stock and was granted 
the right to purchase 1 share at $50 for every 4 shares held. Stock had 
a market value ex-rights of $58 and each right had a value of $2. 

(d) On September 20 acquired 40 shares of stock by exercise of rights and 
sold remaining rights at 1]. 

A. M. Peel owns 100 shaies in Fabulous Prospectors, Inc., acquired 
^^045 at a cost of $5 per share. Beginning in 1949, Peet received dividends 
of $2 per shares each year, the corporation notifying him that a portion of 
this amount represented earnings and the balance a liquidating dividend, 
the allocation to be made as follows: 
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Income 

Depletion Proceeds- 
Liquidating 

1949. . . 

$ 728 

$1 272 

1950 

68 

1 32 

1951 

642 

1.358 

1952 

44 

1.56 

1953 

61 

1 39 


(a) What entries should Peet have made each year in recording the 
dividends? (b) How would you report the investment on PeePs balance 
sheet at the end of 1953? 

12. The Wharton Co. acquires 425,000 shares of Bagby, Inc. in 1952 at 
a total cost of $1,600,000. Bagby, Inc. has 500,000 shares outstanding. 
What entries would be made by the Wharton Co. in 1953 for the following 
data, assuming the investment account is carried on fa) the cost basis, 
(b) the equity basis: 

(1) Bagby, Inc. announces a profit of $80,(>00 for the first six months 
and pays a cash dividend of 10 cents. 

(2) Bagby, Inc. announces a loss of $15,000 for the second six months 
and distributes a 5% stock dividend. 

(3) The Wharton Co. acquires an additional 26,250 shares of Bagby, 
Inc. stock at 4. 


PROBLEMS 


12-1. J. R. Miller holds shares of Wooster Co. acquired as follows: 


1949 200 shares $7,200 

1951 100 shares . 4,500 


In 1953 the following takes place with respect to these holdings: 


April 5. 
July 1 . 

July 15. 
Dec. 10 . 


Received a 25 S; stock dividend. 

Received a $1 dividend, and also rights to subscribe for additional 
shares as follows: 1 share could be purchased at par, $50, for 
every 5 shares held. On the date of rights issue, stock was sell¬ 
ing ex-rights for 622 ; rights were selling for 2], 

Miller purchased 25 shares exercising rights identified with the 
1949 stock purchase and sold remaining rights at 2J. 

Miller sold 100 shares acquired in 1949 at 42J. 


Inslructions: ( 1 ) Give journal entries to record the foregoing transactions. 
(Give computations in support of your entries.) 

( 2 ) Give the investment account balance on December 31 and the shares 
and costs making up this balance. 
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12-2. R. R. McCall owns 300 shares of Jaspar Parts, Inc. on January 1, 
1953, acquired on May 1, 1950, for $18,000. 

During 1953 the following takes i)lace with respect to this investment: 

March 1 . Received cash dividend of fifty cents and stock dividend of 10 ^ 7 - 

15. Received stock rights offering the purchase of 1 share at 80 for 

every 3 shares held. At this time stock was quoted ex-rights at 
95 and rights were quoted at 5. Rights were exercised. 

Sept. 1. Received a cash dividend of 50 cents and a stock dividend of 10^ ^. 

Dec. 5. Received stock rights offering the purchase of 1 share at 80 for 

every 3 shares held. At this time stock was quoted ex-rights at 8G 
and rights were quoted at 2. Rights were sold at this price. 


Instruct ion (1) Give journal entries to record the foregoing transactions. 
(2) Give the investment account balance as of December 31, 1953, includ- 
uag shares and costs in support of this balance. 

12^, The McArthur Co. has the following securities on hand on January 
1,1953: 

Investment in Jerome Co. 5^ ( Preferred, par $50,100 shares . $ 4,600 

Investment in Wylie Wheels Common, 400 shares . 20,000 

During 1953 the following transactions were completed relative to 
investments: 


Jan. 

15. 

March 1. 

April 

12. 

May 

10. 

July 

1. 

Sept. 

1. 


1. 

Oct. 

10. 

Nov. 

28. 


Dec. 1. 
20 . 


Purchased 150 shares of Stone and Stocker Co. Common at 72]. 
Received a cash dividend of 50 cents and stock dividend of 5^ ^ on 
Wylie Wheels Common. 

Purchased 250 shares of Stone and Stocker Co. (^ommon at 71. 
Received the semiannual dividend on Jerome Co. 5^^ Preferred. 
Stone and Stocker Co. Common was split on a 2-for-l basis. 
Received a dividend of $1 on Stone and Stocker Co. Common. 
Received a cash dividend of 50 cents-and a stock dividend of 5 % 
on Wylie Wheels Common. 

Sold 200 shares of Stone and Stocker Co. Common at 41^, and also 
Jerome Co. 5^’J Preferred at 52. 

Received rights on Stone and Stocker Co. Common to subscribe 
for additional shares as follows: 1 share could be acquired at 
$35 for every 8 shares held. On this date stock was selling for 
39i and rights were selling at ]. 

Sold all of the Stone and Stocker Co. rights at J. 

Received a special year-end dividend on Wylie W^heels Common 
of$l 50. 


Instructions: (1) Assuming the use of first-in, first-out in assigning costs to 
sales, give journal entries to record the foregoing transactions. (Give calcula¬ 
tions in support of your entries.) 

(2) Give the investment account balances as of December 31, 1953, in¬ 
cluding the number of shares and costs making up such balances. 

12-4. You have instructed the bookkeeper for Sloan Products, Inc., to 
record all proceeds from security transactions directly in the investment 
accounts so that all of this data will be summarized there and will be 
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available for analysis and proper disposition at the time of your audit. 
You find the following data in the account summarizing the investment 
with Forbes Motors Common: 


Forbes Motors Common 


1/12/52 Purchased 100 shares 

at 40. 4,000 

7/15/52 Purchased 100 shares 

at 44. 4,400 

3/20/53 Payment on purchase 
of 50 shares through 
exercise of 150 rights 2,500 


2/15/53 Cash dividend. 200 

3/25/53 Proceeds from sale of 

50 rights at 3 . 150 

12/20/53 Proceeds from sale of 

100 shares at 60. 6,000 


Further analysis discloses that rights were received in March permit¬ 
ting the purchase of 1 share of stock at $50 for every 3 shares held. In 
May the company was informed that 5.125^^' of original stock cost was 
applicable to the rights. 


Instrnciionfi: (1) Assuming the use of first-in, first-out in calculating cost 
on sales, give individual entries for each correction required in the invest¬ 
ment account on December 31, 1953. 

(2) Give the corrected balance for,the investment account on December 
31 and the shares and costs making upl this balance. 


12-5. The Bentley and Carter Corpb] 
no-par stock outstanding. Anderson 
stock and 9,000 shares of Carter sto 
and Carter for 1952 and 1953 are as 


(rations each have 10,000 shares of 
Inc. owns 8,000 shares of Bentley 
k. Changes in surplus for Bentley 
follows: 


Bentley Corporation Carter Corporation 


Surplus or Deficit* balance, 

January 1, 1952. 

Dividends paid in 1952 

Profit or Loss* for 1952.. . . 

Dividends paid in 1953. .. . 

Profit or Loss* for 1953.. .. 


$40,000 

15,000 

$15,000* 

$25,000 

$15,000* 

10,000* 

40,000 

$15,000 

$25,000 

5,000 

$15,000 

$20,000 

10,000 

5,000* 

$25,000 

$15,000 


Instructions: (1) Give any entries required on the books of Anderson, Inc. 
for 1952 and 1953, assuming that investments in subsidiaries are carried at 
cost. 

(2) Give any entries required on the books of the parent for 1952 and 1953, 
assuming that investments in subsidiaries are carried on the equity basis. 
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12-6. David Conley had the following transactions in the stock of the 
Leigh Corporation: 

(a) January 7, 1946, purchased 200 shares of $100 par vaJue common stock 
at $110 per share. 

(b) The corporation was expanding and, as of March 1, 1947, issued to 
Mr. Conley 200 rights, each permitting him to purchase \ share of 
common stock at par. The bid price of the stock on March 1, 1947, 
was $140. There was no quoted price for the rights. 

(c) Mr. Conley was advised that he would ‘Mose out on his other stock if 
he did not pay in the money for the rights.” He therefore paid for the 
new shares on April 1, 1947, charging the payment to his investment 
account. Since he felt that he had been assessed by the company, he 
credited the dividends (10^^ in December of each year) to the in¬ 
vestment account until the debit was fully offset. 

(d) In December, 1951, Mr. Conley received a 50stock dividend from 
the company. He made no entry for this dividend because he expected 
to sell the shares received. He did sell them in January, 1952, for $160 
per share. He credited income with the proceeds. 

(e) In December, 1952, the stock was split on a 2-for-l basis and the new 
shares were issued as no-par shares. Mr. Conley found that each new 
share was worth $5 more than the $110 per share that he paid for his 
original stock, so he debited the investment account with the addition¬ 
al shares rec(‘iv(‘d at $110 per share and credited income. 

(f) In June, 195.‘1, Mr. Conley sold one half of his stock at $92 per share. 
He credited the proceeds to the iinestment account. 


Ivatructioyi!^: (1) Set up the investment account as it was kept by Mr. 
Conley. 

(2) Prepare a schedule showing an analysis of the account as the transac¬ 
tions should have been recorded, using the average cost method for recording 
stock sold. 

(II) Prepare the entries that would be necessary to correct the income of 
each of the years in which Mr. Conley held the stock. (A.LA. adapted.) 
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I Investments 

Bonds 

INVESTMENTS Bonds and related securities such as long- 

IN BONDS notes and mortgages I'epresent means 

of raising funds by trading, manufacturing, transportation, real estate, 
and utility enterprises as well as by the various governmental units - 
federal, state, and local. Investments in such securities are made by 
the individual investor. Business units may acquire securities of this 
class both for short-term and long-term investment purposes. Large 
blocks of such securities are frequently held by insurance companies, 
banks, trust companies, various investment organizations, and educa¬ 
tional and charitable institutions. This class of securities provides for 
the payment of principal sums in cash at maturity dates and for periodic 
interest payments during the investment life. The probability of 
fluctuation in price during the time these securities are held is generally 
less than that in the case of stocks. The receipt of income is also mor(‘ 
regular and assured than with other classes of investments. 

KINDS OF BONDS Bonds i.ssued by private corporations are 

classified as necnred or utifiecvred. When 
bonds are secured, security in the form of a mortgage covering the 
company’s real estate and perhaps other pioperty, or a pledge in the 
form of certain collateral, is provided, k first-mortgage bond represents 
a first claim against the property of a corporation in the event of the 
company’s inability to meet bond interest and pi’incipal payments. 
A secohd-wortgnge bond is a weaker claim since it r’anks as a claim on the 
property only after the claim of the first-mortgage bonds or senior 
issue has been completely satisfied. A third-mortgage bond ranks after 
satisfaction of second-mortgage bondholders, and so on. A collateral 
trust bond is usually secured by stocks and bonds owned by the debtor 
corporation. Such securities are generally transfen-ed to a trust com¬ 
pany. Here they are held as collateral on behalf of the bondholders and 
may be sold, if necessary, to satisfy the claims represented by the col¬ 
lateral trust bonds. 

When no security is offered the bondholder, the bonds are generally 
termed debenture bonds. Holders of debenture bonds have no claim on 
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any particular asset, but simply rank as general creditors with other 
unsecured parties. The risk involved in such securities varies with 
the strength of the issuing corporation. Debentures issued by a 
strong company may involve little risk; debentures issued by a 
weak company whose properties are already fully mortgaged may 
involve considerable risk. 

When a second party promises to make payment on bonds in the 
event of failure by the issuing company to do so, bonds are re¬ 
ferred to as guaranteed hands. A parent company, for example, may 
guarantee payment of the bonds issued by its subsidiaries, thus 
improving the marketability of such securities. 

Obligations known as income bonds have been issued when busi¬ 
ness failure has resulted in corporate reorganization. Such bonds 
require the payment of interest only to the extent of the current earn¬ 
ings of the company. 

The investor in acquiring governmental obligations looks to the 
taxing authority of the issuing unit for the mea.sure of its ability to 
raise money to meet debt service requirements. In certain cases, 
government obligations are identified with government-owned enter¬ 
prises, and principal and income payments are secured by revenues 
accruing from such operations. 

Bonds may provide for their conversion into some (Aher security at 
the option of the bondholder. Such bonds are known as convertible 
bo7}ds. The conversion feature generally permits the owner of bonds 
to exchange his holdings into common stock. The bondholder is thus 
able to exchange his claim into an owne'rship interest if corporate 
operations prove successful and conversion becomes attractive. In the 
meantime he maintains the special rights of a creditor. 

Other features that serve the issuer’s interests may be included in 
the bond issue. For example, bonds are frequently issued with the 
provision that they are subject to call and retirement prior to their 
maturity date. When a corporation wishes to reduce its outstanding 
indebtedness, bondholders are notified of the portion of the issue to be 
surrendered, and they are paid in accordance with call provisions. 
Interest does not accrue after the date established for bond retirement. 

Bonds may be classified in terms of their form of issuance as (1) 
registered bonds and (2) bearer or coupon bonds. Registered bonds call 
for the registry of the name of the bond owner on the books of the 
corporation. Transfer of bond ownership is similar to that for stock. 
When a bond previously issued is sold by the holder, the corporation 
transfer agent cancels the bond certificate surrendered by the seller 



Ch. 13] 


INVESTMENTS — BONDS 


363 


and issues a new certificate to the buyer. Interest checks are mailed 
periodically to the persons of record on the corporate books. Bearer or 
coupon bonds are not recorded in the name of the owner. Title to such 
bonds passes with delivery. Each bond is accompanied by coupons for 
individual interest payments covering the life of the issue. Coupons 
are clipped by the owner of the bond and presented to the bank for 
deposit or collection. The issue of bearer bonds eliminates the work of 
recording bond ownership changes and preparing and mailing periodic 
interest checks. But coupon bonds fail to offer the bondholder the 
protection found in registered bonds in the event bonds are lost or 
stolen. In some cases bonds provide interest coupons but require 
registry as to principal. Here, ownership safeguards are afforded 
while the routines involved in making interest payments are avoided. 

Bonds are generally issued in $1,000 denominations or par values. 
Interest is usually payable at semiannual intervals by the corporation 
or through a designated agent. 

BOND YIELD The yield that is offered on the purchase of 

bonds varies with the safety of the invest¬ 
ment. When the financial condition and earnings of a corporation are 
such that payment of interest and principal on bonded indebtedness is 
assured, the interest rate that the company must offer to dispose of a 
bond issue is relatively low. As the risk factor increases, a higher in¬ 
terest return is necessary’ to attract investors. The interest rate stated 
on the bonds is known as the contract rate or novnnul rate. While bonds 
provide for the payment of interest at a certain rate, this rate may not 
be the same as the prevailing or market rate for bonds of similar quality 
at the time the issue is sold. Furthermore, the market rate constantly 
fluctuates. It is these factors that result in the difference between bond 
face values and the prices at which they sell on the market. 

The purchase of bonds at face value implies agi’eement between the 
contract rate of interest as specified on the bond and the prevailing 
market rate of interest. If the bond rate exceeds the market rate, then 
bonds will sell at a premium; if the bond rate is less than the market 
rate, the bonds will sell at a discount. The premium or the discount is 
the discounted value of the difference between the contract rate and 
the market rate of the series of interest payments. A declining 
market rate of interest subsequent to issuance of the bonds results 
in a rise in the market value of the bonds; a rising market rate of 
interest results in a decrease in the bond market value. The nomi¬ 
nal rate corrected for the premium or the discount on the purchase 
gives the actual yield on the bonds, known as the effective rate. 
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Extended bond tables are available in determining the price to be 
paid for bonds if they are to provide a certain yield. A part of such a 
table is illustrated below: 

VALUES TO THE NEAREST CENT OF 35% BOND FOR $1,000,000, 
INTEREST PAYABLE SEMIANNUALLY 


Yield 

8 Years 

8i Years 

9 Years 

91 Years 

10 Years 

8 00 

1 035 328 16 

1 037 269 12 

1 039 181 40 

1 041 065 42 

1 042 

921 60 

3 0.") 

1 031 731 35 

1 038 470 91 

1 035 184 35 

1 036 872 05 

1 038 

534 40 

3 10 

1 028 148 92 

1 029 688 74 

1 031 205 06 

1 032 698 24 

1 034 

168 63 

3 15 

1 024 580 81 

1 025 922 53 

1 027 243 45 

1 028 543 88 

1 029 

824 15 

3 20 

1 021 026 97 

1 022 172 22 

1 023 299 43 

1 024 408 88 

1 025 

500 87 

3 2.') 

1 017 487 33 

1 018 437 72 

1 019 372 91 

1 020 293 15 

1 021 

198 67 

3 30 

1 013 961 83 

1 014 718 97 

1 015 463 81 

1 016 196 57 

1 016 

917 43 

3 3.’S 

1 010 450 41 

1 on 015 89 

1 on 572 06 

1 012 119 06 

1 012 

657 06 

3 40 

1 006 953 00 

1 007 328 42 

1 007 697 56 

1 008 060 53 

1 008 

417 43 

3 45 

1 003 469 55 

1 003 056 48 

1 003 840 23 

1 004 020 87 

1 004 

198 45 

3 50 

1 000 000 00 

1 000 000 00 

1 000 000 00 

1 000 000 00 

1 000 

000 00 

3 55 

996 544 28 

996 358 91 

996 176 78 

995 997 81 

995 

821 97 

3 60 

993 102 35 

992 733 15 

992 370 48 

992 014 22 

991 

664 27 

3 65 

989 674 12 

989 122 64 

988 581 03 

988 049 13 

987 

526 77 

3 70 

986 259 56 

985 527 31 

984 808 35 

984 102 46 

983 

409 38 

3 75 

982 858 60 

981 947 09 

981 052 36 

980 174 09 

979 

311 99 

3 80 

979 471 17 

978 381 92 

977 312 97 

976 263 96 

975 

234 50 

3 85 

976 097 23 

974 831 72 

973 590 11 

972 371 95 

971 

176 80 

3 90 

972 736 72 

971 296 44 

969 883 70 

968 497 99 

967 

138 79 

3 95 

969 389 57 

967 775 99 

966 193 67 

964 641 99 

963 

120 36 

4 00 

966 055 73 

964 270 32 

962 519 92 

960 803 84 

959 

121 42 

4 05 

962 735 14 

960 779 36 

958 862 39 

956 983 48 

955 

141 85 

4 10 

959 427 74 

957 303 03 

955 221 00 

953 180 79 

951 

181 57 

4 15 

956 133 49 

953 841 28 

951 595 67 

949 395 71 

947 

240 47 

4 20 

952 852 31 

950 394 04 

947 986 33 

945 628 13 

943 

318 45 


Assume, for example, that one seeks the value of a $1,000, 10-year, 
V 2 % bond, interest payable semiannually, and bought to yield S%. 
Reference to the column, “10 years” and the required yield line, 
shows the value to be $1,012.92; if this bond is bought to yield 
4%, it would be worth only $959.12. 

This table can also be used to determine the effective rate on the 
purchase of a bond at an amount other than face value. To illustrate, 
assume that a $1,000, 21 2 ^/( bond due in 8 years is selling at $1,025. 
Reference to the column “8 years” shows that a yield of S.15% is 
provided on an investment of $1,024.58, while a yield of 3.10% is 
provided on an investment of $1,028.15. The effective rate is thus 
slightly less than 3.15‘1'('. The exact rate can be calculated by the pro¬ 
cess of interpolation. An interest decrease of .05% is found in the price 
increase of $3.57 ($1,024.58 to $1,028.15). Payment of $1,025.00, or 
$.42 in excess of $1,024.58, reduces the 3.15% earnings rate by .42/3.57 
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of .05%, or .006%. The effective rate, then, is 3.15% - .006% or 
3.144%. 


AMORTIZATION AND An investment in bonds, whether short-term 
PRO- or long-term, is originally recorded at cost, 
which includes any fees incident to the pur¬ 
chase. As in the case of investments in stock, bonds acquired in ex¬ 
change for assets or services are recorded at the fair market value of 
such considerations. When bonds together with other securities are 
acquired for one lump sum, equitable apportionment of such cost 
among the securities is required. Purchase on a deferred pajnnent 
basis calls for recognition of asset and liability items. Payment for 
accrued interest as of the date of purchase requires separate recording, 
this amount to be subtracted from subsequent interest collections in 
measuring effective earnings. 


In the case of bonds acquired as a temporary investment, invest¬ 
ment cost is maintained in the accounts without adjustment. In¬ 
terest is reported at amounts actually received. Upon disposition of 
the bonds, original cost is applied against net sales proceeds in airiv- 
ing at the gain or the loss on the sale of such holdings. If a similar pi’o- 
cedure were to be followed on long-term investments and bonds were 
held until maturity, a loss would emerge if bonds had been acquired at a 
premium and a gain if bonds had been acquired at a discount. But 
such “gains” and “losses” are in effect adjustments in interest of prior 
periods. A premium on bonds is paid in recognition of an interest rate 
that exceeds the rate prevailing at the time of bond purchase; hence 
interest earned is properly viewed as consisting of the interest received 
less the portion of the receipt that may be considered to be a recovery 
of the premium originally paid. Bonds are acquired at a discount in 
view of an interest rate that is less than the prevailing rate; here the 
interest earned is properly viewed as interest I'eceived increased by a 
portion of the bond discount that will be realized at bond maturity. 
While the attempt to refine income measurement by considering the 
change in bond value over its life is not warranted in the case of bonds 
acquired as a temporary investment, systematic adjustment for this 
factor is desirable where bonds are acquired on a long-term basis. 


Bond Premium Amortization. A premium paid on bonds is charged 
against interest received over the life of the bonds. The bond account 
is credited and Interest Income is charged each period for the part of the 
premium that is written off. The book value of the bonds, then, moves 
to the maturity value of the bonds over the bond life, and the interest 
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account reports periodically the amount actually earned—the interest 
collected less that portion considered to be a recovery of a part of the 
premium originally paid. The reduction of bonds to par by periodic 
charges to income is referred to as bond premium amortization. 

Bond Discount Accumulation. A discount on bonds acquired is 
added to bond interest received over the life of the bonds. The bond 
account is charged and Interest Income is credited each period for the 
part of the discount that is accumulated. Here, too, the book value of 
the investment moves to bond maturity value over the bond life, and 
the interest account reports periodically the amount actually earned — 
the interest collected increased by that portion of the discount con¬ 
sidered realized. The increase of bonds to par by periodic credits to 
income is referred to as bond discount accumulation. 

METHODS OF AMOR* The straight-line method of amortization or 
ACCU- accumulation provides for the recognition of 
an equal amount of premium or discount 
each period. Use of the compound-interest or scientific method requires 
that the effective earning rate on the purchase of the bonds first be 
determined; interest income is then reported at the effective rate 
periodically, the difference between the amount reported as earned and 
the amount actually received being i-ecognized as an adjustment to the 
bond account. For example, assume the purchase of 5-yoar bonds of 
$100,000, interest at 6'^, payable semiannually, at a price of 104 ^ s- 
Keference to bond tables indicates the yield at this price to be approxi¬ 
mately 5^0. The following tabulations show the differences in results 
through use of the two methods: 


AMORTIZATION OF PREMIUM - STRAIGHT-LINE METHOD 
$100,000 Ti-Year Bonds, Interest at 6% Payable Semiannually, Purchased at $104,375 


1 

J M mi “SI 1 

h 

c 

I) 

iNTHtlsl 1 

Ki 11 m 

I'UI Mil M 

1 111 cii\ 1 1N n ami 

Bond C’auuiimj 

Ml \ 1 

( F , «)1 1 AI 1 

VmoUU/ MION 

(V-li) 

\ ALL I 


\ M 11 ) 

(1 lOX^l 7.) 




1 



$104,:I75.00 

1 

$3,000.00 

$437.50 

$2,r)62.:)0 

103,937.50 

O 

3,000.00 

437.50 

2,5GJ.50 

103,500.00 

3 

3,000.00 

437.50 

2,56J.50 

103,062.50 

4 

3,000.00 

437.50 

2,56.^.50 

102,625.00 

5 

3,000.00 

437.50 

2,563.50 

102,187.50 

6 

3,000.00 

437.50 

2,562.50 

101,750.00 

7 

3,000.00 

437.50 

2,562.50 

101,312.50 

8 

3,000.00 

437.50 

2,562.50 

100,cS75.00 

9 

3,000.00 

437.50 

2,562.50 

100,437.50 

10 

3,000.00 

437.50 

2,562.50 

100,000.00 
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AMORTIZATION OF PREMIUM — COMPOUND-INTEREST METHOD 
$100,000 5-Year Bonds, Interest at 6% Payable SemiannuaOy, Purchased at $104,375 

To Yield Approximately 5% 



A 



1 D 


Intebfbi 

Ji 

c 

Bond 

InTEREiBT 

Receipt 

IHIICIIM iMUtLSI 

Premium 

(’’ARUNINa 

Payment 

(3% OF Facl 

oi Bond CAitiaiNQ Vall!•) 

1 \V)OHri^AlION 

' Value 


Value) 

(A-B) 

(D-C) 





$104,375.00 

1 

$3,000.00 

SJ,G09.38 (2% of $104,375.00) 

$390.62 

103,984.38 

2 

3,000.00 

2,599.61 12 5% of $103,984.38) 

400.39 

103,583.99 

3 

3,000.00 

2,589.60 (25% of $103,583.99) 

410.40 

103,173.59 

4 

3,000.00 

2,579.34 (2 i % of $103,173..59) 

420.66 

102,752.93 

5 

3,000.00 

2,568.82 (21% of $102,752.93) 

431.18 

102,321.75 

6 

3,000.00 

2,558.04 (2% of $102,321.75) 

441.96 

101,879.79 

7 

3,000.00 

2,.547.00 (2;%of $101,879.79) 

453.00 

101,426.79 

8 

3,000.00 

2,535.67 (2;%ol $101,426.79) 
2,-524.06 (2i%of $100,962.46) 

464.33 

100,962.46 

9 

3,000.00 

475.94 

100,486.52 

10 

3,000.00 

2,513.48 ($3,000-$486.52)‘ j 

486.52 

100,000.00 


of $100,486.52 would be $2,512.16. However, use of 5% when the effective 
rate was not exactly 5% has resulted in a small discrepancy that requires compensation 
upon recording the final receipt of interest. The bornl account is reduced to face value, 
interest income being reduced by the premium balance at the time of bond redemption. 


The straight-line method of amortization offers a uniform interest 
amount for each period. The compound-interest method affords a 
uniform earnings rate based upon a declining investment balance; since 
each interest payment represents a partial return of the premium, the 
investment is reduced each period and earnings, in turn, are corres¬ 
pondingly less. 

The use of the two methods when bonds are acquired at a discount 
is illustrated in the tables that follow. Here it is assumed that 5-year 
bonds of $100,000, interest at 4% payable semiannually, are purchased 
to yield 5%, or at a price as shown by bond tables of $95,623.93. 


ACCUMULATION OF DISCOUNT - STRAIGHT-LINE METHOD 
$100,000 O-Year Bonds Interest at 4% Payable Semiannually, Purchased at $95,623.93 


Int ruEsr 
Pan MEN r 

A 

Tm i itrsT 

1{k 1 ipr 
(J'/f Oi 1 A( ^ 
Valui*) 

B 

Discount 
Accumulaiion 
(] 10X$4,.J70 07) 

c 

Bfilctive Jntliibbi 
(A + B) 

D 

Bond Daiiiiiyno 
Valui- 
(D + B) 

1 

$2,000.00 

$437.61 

$2,437.61 

$ 95,623.93 
96,061.54 

2 

2,000.00 

437.61 

2,437.61 

96,499.15 

3 

2,000.00 

437.61 

2,437.61 

96,936.76 

4 

2,000.00 

437.61 

2,437.61 

97,374.37 

5 

2,000.00 

437.61 

2,437.61 

97,811.98 

6 

2,000.00 

437.61 

2,437.61 

98,249.59 

7 

2,000.00 

437.61 

2,437.61 

98,687.20 

8 

2,000.00 

437.60 

2,437.60 

99,124.80 

9 

2,000.00 

437.60 

2,437.60 

99,562.40 

10 

2,000.00 

437.60 

j 

2,437.60 

100,000.00 
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ACCUMULATION OF DISCOUNT — COMPOUND-INTEREST METHOD 
$100,000 5-Year Bonds, Interest at 4% Payable Semiannually, Purchased at $95,623.93 

To Yield 5% 

n 

Bond 
Carrying 
Value 
(D-hC) 


$ 95,623.93 
96,014.53 

96.414.89 
96,825.26 

97.245.89 
97,677.04 
98,118.97 
98,571.94 
99,036.24 
99,512.15 

100,000.00 

of $99,512.15 would be $2,487.80. Bv earlier computations to the nearest 
cent, an element of error is introduced. Compensation for the error is made in the 
final charge, which consists of the payment made plus the discount balance on this 
date. 

In the latter instance the compound-interest method offers a uni¬ 
form earnings rate based upon a successively higher investment 
balance. Periodic earnings are composed of the cash received plus the 
increase that is considered to have taken place in the inve.stment bal¬ 
ance. As the investment goes up each period earnings are correspond¬ 
ingly greater. 

The compound-interest method may be favored over the .straight- 
line method because of the accuracy that it affords in income measure¬ 
ment. However, the straight-line procedure is normally preferred in 
practice because of its simplicity, except in tho.se instances where large 
blocks of bonds are acquired at substantial premiums or discounts and 
use of this method would give results materially different from the 
scientific procedures. Straight-line amortization is accepted for income 
tax purposes. Use of the straight-line method is assumed in the re¬ 
maining illustrations of this chapter. 

ACCOUNTING FOR The entries for a long-term investment in 

bonds are illustrated in the example that 
follow's. Assume that an investor acquires 
3% bonds, face value $100,000, for $107,000, with interest payable 
semiannually on April 1 and October 1. Bonds are acquired on July 
], 1953, and mature on April 1, 1962. Books are to be adjusted and 
closed at the end of each calendar year. 

A schedule may be prepared by the investor to summarize premium 
amortization and earnings over the period the bonds are to be held. 



\ 

Inti iimr 

H 

C 

Intf rfht 

Rkc I lur 

Pi »1 cTivi- Interest 

Discount 

PaYMINT 

(2'^J Ol I A( 1 

V M UI ) 

(2i% Ol Bond C'arrting Valuf) 

Accumulation 

(B-A) 

1 

$2,000.00 

$2,390.60 f2\% of $95,623.93) 

$390.60 

2 

2,000.00 

2,400.36 (21% of $96,014.53) 

400.36 

3 

2,000.00 

2,410.37 (2\% of $96,414.89) 

410.37 

4 

2,000.00 

2,420.63 (2^ % of $96,825.26) 

420.63 

5 

2,000.00 

2,431.15 (2'% of $97,245.89) 

431.15 

6 

2,000.00 

2,441.93 (2‘% of $97,677.04) 

441 93 

7 

2,000.00 

2,452.97 (21% of $98,118.97) 

452.97 

8 

2,000.00 

2,464.30 (21% of $98,571.94) 

464.30 

9 

2,000.00 

2,475.91 (2‘% of $99,036.24) 

475.91 

10 

2,000.00 

2,487.85 ($2,000+$487.85)* 

487.85 
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These data can then be used in making periodic adjustments. The 
bond premium is to be spread over the period that bonds will be 
earning interest, July 1, 1953, to April 1, 1962, or 105 months. An 
amortization schedule is prepared as follows: 


AMORTIZATION SCHEDULE — STRAIGHT-LINE METHOD 





PkI Mil 

M VMOUri/ATION 



iNTERLtir 





i: 


HLCii.IV J 1> 

\ 1 Mill li 

H 

(' 

1) 

Bond 

Pebioo 

(INCLLDISU 


hRAOnON 

Amount oi 

Kl-I tCTIVl- 

('arkvinq 


ADJUST 

Momiih 

Oh 

PkJ MIUM 

Interlhi 

Value 


1 OK 


Premium 

Amort i- 

(\~C) 

(H~C) 


A(’CKUALh) 


lO »!• 

ZAIION 






\ MORI 1/1 D 

(BXS7,000; 









$107,000 

July 1 (acquisition date) to 







Dec. 31, 1953 

$2,500 

6 

6/105 

$ 400 

$2,100 

106,600 

Year Ended Dec. 31, 1954 

5,000 

12 

12/105 

800 

4,200 

105,800 

Year Ended Dec. 31, 1955 

5,000 

12 

12/105 

800 

4,200 

105,000 

Year Ended Dec. 31, 1956 

5,000 

12 

12/105 

800 

4,200 

104,200 

Year Ended Dec. 31, 1957 

5,000 

12 

12/105 

800 

4,200 

103,400 

Year Ended Dec. 31, 1958 

5,000 

12 

12/105 

800 

4,200 

102,600 

Year Ended Dec. 31, 1959 

5,000 

12 

12/105 

800 

4,200 

101,800 

Year Ended Dec. 31, 1960 

5,000 

12 

12/105 

800 

4,200 

101,000 

Year Ended Dec. 31, 1961 

5,000 

12 

12/105 

800 

! 4,200 

100,200 

Jan. 1 to Apr. 1, 1962 (ma¬ 







turity date) 

1,250 

3 

3/105 

200 

1,050 

1 

100,000 



105 

105/105 

$7,000 





- 


- 




Entries for bond ownership in 1953 and 1954 appear below; 

Transaction Kntry 


July 1, 1953 

Purchased 100, $1,000, 5S bonds ol Hope 
Corp. at 106|, bonds maturing on April 1, 
1962. Interest is payable semiannually 
on April 1 and October 1. Payment was 
made as follows: 

Bonds of $100,000 at 106| $106,750 

Costs of purchase 250 

Accrued interest, April 1- 
Julyl 1,250 

$108,250 

Investment in Hope 

Corp. 5’s 107,000 

Interest Income 1,250 

Cash 108,250 

October 1, 1953 Cash 2,500 

Received semiannual interest. | Interest Income 2,500 

December 31, 1953 

(a) To record accrued interest for 3 
months, and (b) to amortize bond pre¬ 
mium applicable to current year. Amorti¬ 
zation: period held in current year, 6 
months; total life of bond issue, 8f years 
or 105 months; current amortization. 

(a) Accrued Interest on 

s Investment in 

1 Bonds 1,250 

Interest Income. 1,250 

(b) Interest Income 400 

Investment in 

Hope Corp. 5’s 400 


fbX$7,000, or $400 (or 6X$66.661, 
monthly amortization = $400). 
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Transaction 

January 1, 1954 

To reverse 1953 accrued interest. 

Entry 

Interest Income 1,250 

Accrued Interest on 

Investment in Bonds 1,250 

April 1, 1954 Cash 2,500 

Received semiannual interest. | Interest Income 2,500 

October 1, 1954 

Received semiannual interest. 

Cash 2,500 

Interest Income 2,500 

December 31, 1954 

(a) To record accrued interest for 3 
months, and (b) to amortize bond pre¬ 
mium applicable to current year, iViX 
$7,000, or $800 (or 12X$66.66.1, monthly 
amortization = $800). 

1 

fa) Accrued Interest 
on Investment in 

Bonds 1,250 

Interest Income.. 1,250 

(b) Interest Income 800 

Investment in 

Hope Corp. 5’s 800 

Entries similar to those for 1954 will be made until 1962. The 
reversing entry required on January 1,1962, and the entries on April 1, 
1962, when the last interest payment is received, will be as follows: 

Transaction Mntrv 

January 1, 1962 

To reverse 1961 accrued interest. 

1 Interest Income 1,250 

1 Accrued Interest on 

Investment in Bonds 1,250 

April 1,1962 

(a) To record amortization for last 3- 
month period, tJijX $7,000, or $200 (or 

3 X $66.66 i, monthly amortization 

$200), and (b) to record receipt of semi¬ 
annual interest and principal amount. 

(a) Interest Income 200 

Investment in 

Hope Corp. 5’s 200 

'l)j Cash 102,500 

Investment in 

Hope Corp. 5’s 100,000 

Interest Income 2,500 

When bonds are acquired at a discount, the investment account is 
raised to the maturity amount by the process of accumulation as il¬ 
lustrated below: 

Transaction Entry 

October 11 , 1953 

Purchased 100, $1,000, 3S' bonds of At¬ 
las, Inc. at 96 j, bonds maturing on March 

1,1959. Interest is payable semiannually 
on March 1 and September 1. 

Payment was made as follows: 

Bonds of $100,000 at 96^ $96,500.00 

Costs of purchase . 250.00 

Interest, Sept. 1-0ct. 11, 40 
days, at 3^; . . 333.33 

$97,083.33 

Investment in Atlas, 

Inc.S’s 96,750.00 

Interest Income 333.33 

Cash 97,083.33 
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Transaction Entry 


December 31, 1953 

(a) To record accrued interest for 4 
months, and (b) to accumulate bond dis¬ 
count applicable to current year. Accu¬ 
mulation: period held in current 3 ’ear, 3 
months; total life of bond issue, 5/^ years, 
or 65 months; current accumulation X 
$3,250, or $150 (or 3X$50, monthly ac¬ 
cumulation - $150^. 

(a) Accrued Interest 
on Investment 
in Bonds 1,000.00 

Interest In¬ 
come 1,000.00 

(bl Investment in 

Atlas, Inc. 3’s 150.00 

Interest In¬ 
come 150.00 

January 1, 1954 

To reverse 1953 accrued income. 

Interest Income 1,000.00 

Accrued Interest 
on Investment in 

Bomb’ 1,000.00 

March 1, 1954 

Received s'^miannual interest. 

^a^h ] ,500.00 

Interest In comp 1,.500.00 

September 1, 1954 

Received semiannual interest. 

Cash 1,500.00 

Interest Income 1,500.00 

De('EMBEU 31, 1954 

(a) To record accrued interest for 4 
months, and (b) to accumulate bond dis¬ 
count applicable to current year, I'i X 
$3,250 or $600 (or 12 X monthly accumula¬ 
tion, $50 -$600). 

(a) Accrued Interest 
on Investment 

in Bonds 1,000.00 

Interest In¬ 
come 1,000.00 

(b) Investment in 

Atlas, Inc. d's .. 600.00 

Interest In¬ 
come 600.00 


It is necessary to set some arbitrary minimum time unit in the 
amortization of bond premium or the accumulation of bond discount. 
In this chapter the month is used as the minimum unit. Transactions 
occurring during the tir.st half of the month arc treated as though they 
wer-e made at the beginning of the month; transactions occurring during 
the second half are treated as though made at the start of the follow¬ 
ing month. Use of a longer term, such as amortization to the nearest 
quarter or half year, is possible, although this offers less accuracy than 
use of the shorter time unit. 

Amortization of bond premium and accumulation of bond discount 
are recognized in the foregoing examples at the end of the investor’s 
fiscal period and also just prior to bond redemption. It would be possi¬ 
ble to recognize amortization or accumulation at the time of the re¬ 
ceipt of each interest pa 3 rment. But it would still be necessary to bring 
the amortization or the accumulation up to date at the end of the year 
when any accrued interest is recognized. Instead of making the ad¬ 
justment several times a year and for fractional periods, it is more con¬ 
venient to record it for a full year at the end of each fiscal period, except 
for the first and last years when fractional parts of a year are involved. 
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It is possible to record bonds at realizable par values with premiums 
or discounts on purchases shown in separate accounts. Premium and 
discount balances are then written off by amortization entries during 
the life of the bonds, leaving only the bonds account balance at ma¬ 
turity value. Any balance in a premium or a discount account is con¬ 
sidered a valuation item affecting the bond investment account for 
statement purposes. This method is seldom found in practice. 


SALE OF BONDS PRIOR Sometimes bonds held as a long-term in¬ 
to MATURITY vestment are sold prior to their maturity 

date. Since the carrying value of the investment has been adjusted 
during the period of bond ownership by entries for amortization or 
accumulation, it is evident that the basis for calculating gain or loss 
cannot be original cost. The book value of the bonds must be deter¬ 
mined as of date of sale. This requires bond premium or discount 
adjustment to date of sale. The difference between the book value on 
the date of sale and the cash proceeds from the sale represents the net 
gain or loss. To illustrate a sale, assume that the bonds of Atlas, Inc. 
in the previous example are not held until maturity but are sold at 97 
plus accrued interest on February 1,1955. Entries in 1955 are: 


Transaction 


January 1, 1955 

To reverse 1954 accrued interest. 


February 1, 1955 

To record accumulation of discount to 
date of sale: 

1/65 X $3,250, or $50. 

To record sale of bonds: 

(a) Accrued interest, 

September 1-February 1 . . $1,250.00 


(b) Book value of bonds: 

Cost. $96,750,00 

Plus discount accu¬ 
mulation to date of 
sale: 

1953 $150.00 

1954 600.00 

1955 50.00 800.00 


$97,550.00 

Sales proceeds $97,000.00 
Less cost of sale 200.00 


96,800.00 


$ 750.00 


Entry 


Interest Income.... 1,000.00 
Accrued Interest 
on Investment in 

Bonds. 1,000.00 


Investment in Atlas 

Inc. 3’s 50.00 

Interest Income 50.00 

(a) Cash. 1,250.00 

Interest In¬ 
come. . . . 1,250.00 

(b) Cash. . 96,800.00 

Loss on Sale of 

Atlas, Inc. 3’s 750.00 

Investment in 

Atlas, Inc. 3’s. 97,550.00 


Net proceeds 
Net loss. 
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The two cash entries given may be combined in the form of a single 
compound entry. It should be observed that the bond interest income 
for January, 1955, is $300, consisting of interest received, $1,250, 
decreased by the interest relating to 1954, $1,000, and increased by 
discount accumulation for the current period, $50. This is the same 
monthly interest that was recognized in 1953 and 1954. 

When bonds are acquired at a premium and bond interest is subject 
to federal income tax, the bondholder is permitted to report as income 
(1) the actual amount received or (2) the amount received less the 
amortization of bond premium. If the actual amount received is re¬ 
ported as income, the bondholder must use the original cost of the bonds 
as a basis for calculating the taxable gain or loss arising from the subse¬ 
quent sale or redemption of the bonds; if income is reduced by amortiza¬ 
tion, an adjusted investment balance is the basis for calculation of gain 
or loss on the ultimate disposal of the bond. In the case of certain 
classes of government bonds whose income is wholly tax exempt, 
federal tax laws require that the premium must be amortized. Since 
the interest is nontaxable, the deduction for the amortization is not 
reflected on the return; however, the basis of the bonds is reduced for 
calculating the gain or the loss arising upon their ultimate disposal.' 

In the case of bonds acquired at a discount, the bondholder must 
report as income for tax purposes the actual interest received. Upon 
disposal of the bonds, he reports the difference between proceeds and 
cost as the taxable gain or loss. An exception is made in the case of 
certain United States savings bonds where a taxpayer may elect to re¬ 
port as income the annual increment in the value of bonds acquired at a 
discount according to a table of redemption values as stated on the 
bonds. When the income is reported as the bond value goes up, no 
gain is recognized when the bond is redeemed. 

When an investment in bonds consists of several purchases, and 
part of the holdings are sold, tax laws call for the same rules that are 
applied in the case of investments in stocks. Unless the bonds sold can 
be identified as to lot and related cost, cost must be assigned to bonds 
sold by the first-in, first-out rule, earliest costs thus being applied to 
sales proceeds in calculating the taxable gain or loss. 

BOND REDEMPTION Bonds that are callable by the issuer prior 
PRIOR TO MATURITY maturity generally provide for the 

payment of a premium to the holder in the event this option is exer- 

^Interest on certain classes of government bonds is only partially tax-exempt 
(interest is subject to surtax rates only). In these instances, premium amortization 
is mandatory as to a corporate owner but elective as to all other owners. 
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cised. To illustrate, bonds issued on January 1, 1950, and due on 
January 1, 1970, may provide a table of redemption values as follows: 

Redeemable January 1, 1955, to December 31, 1959, at 105 

Redeemable January 1, 1960, to December 31, 1964, at 103 

Redeemable January 1, 1965, to December 31, 1969, at 101 

When bonds are acquired at a premium, conservatism calls for an 
amortization policy that will prevent the bonds from being reported at 
more than their redemption values at the various call dates. For 
example, assume in the example above that bonds of $10,000 are 
acquired for $10,800 on January 1, 1952. Regular premium amortiza¬ 
tion and accelerated amortization based upon bond redemption values 
of $10,500, $10,800 and $10,100 are compared below: 

Regular 

Amortization Acceler\ted Amortiz\tion 

$800 : 18 ($10,800-$10,")00) years (]9')3 19>4) =$100.00 per year 

years = $44.44 per ($10,500 —$10,100) 5 years (1955 1959)=$ 40.00 per year 

year (19.52 1970) ($10,100-$10,100) >5 years (1960-1964)=$ 40.00 per year 

($10,100-$10,000)-: 5 years (1965 1969)=$ 20.00 per year 

If regular amortization procedures are followed on the books of the 
investor, bond redemption prior to maturity will result in a recovery of 
cash that is less than bond carrying value and will require recognition 
of a loss that nullifies in part the earnings recognized in the past. 
Accelerated amortization reduces the investment to its redemption 
value; bond redemption value is assumed for earnings measurement 
purposes and the need for recognition of a loss upon redemption is 
avoided. Obviously, a purchase of bonds at a discount or a purchase of 
bonds at a premium that is reduced by normal amortization to an 
amount not greater than redemption value calls for no special treat¬ 
ment. 

The contract with bondholders normally provides for the payment 
of accrued interest to the bond call date. When it is provided that bonds 
are callable on regular interest payment dates, payment is made at 
the call price plus interest for a full period. 

BOND CONVERSION When bonds are converted into another 

security in accordance with terms of the issue, 
accounts are opened for the newly acquired security and the bond 
investment balance is closed. The procedures that are followed by the 
investor are similar to those previously described for the exchange of 
stock for other securities. The newly acquired security is recorded at 
its market value, and the difference between this value and the book 
value of the bonds surrendered is reported as gain or loss. Before an 
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exchange is recorded, the investment account should be brought up to 
date for discount accumulation or premium amortization. Any in¬ 
terest collected at the time of the exchange is reported as interest in¬ 
come. 

To illustrate bond conversion, assume that $1,000 A Co. 5% bonds 
are convertible into 40 shares of A Co. common stock, par $25. An in¬ 
vestor exchanges bonds of $10,000, book value as brought up to date, 
$9,850, for 400 shares of common stock that are quoted on the market 
at the time of exchange at $26 per share. The exchange is completed 
three months after an interest payment date. The exchange is re¬ 
corded as follows: 


Cash 125 

Investment in A Co. Common Stock ’’0,400 

Investment in A Co. 5% Bonds 9,850 

Gain on Exchange of Bonds 550 

Interest Income 125 


BOND VALUATION The market value of bonds varies with 

changes in the financial strength of the issu¬ 
ing company, changes in the level of interest rates, and changes in the 
remaining life of the i.ssue. In the absence of mateiial price declines, 
bonds held as long-term investments may be reported on the balance 
sheet at book value. This book value approaches par as the bonds move 
closer to maturity. To this extent, then, the accounting method can be 
considered to follow a similar change that is taking place on the market 
as the bond life is reduced and a correspondingly lower valuation is 
attached to the difference between the actual rate and the market rate 
for remaining interest payments. Although investments are properly 
reflected at book value, parenthetical disclosure of market value of the 
securities is desirable as a means of making the statements more in¬ 
formative. 

A serious decline in bond value, however, as a result of unfavorable 
developments relating to the issuer, cannot be ignored. Assume, for 
example, that the issuing company has found it impossible to meet 
sinking fund requirements, which suggests that it may have difliculties 
in meeting the obligation at its maturity. Even more serious, assume 
that there has been default on bond interest payments. When signifi¬ 
cant investment loss is indicated, entries to record the estimated shrink¬ 
age are in order. 

When bonds are purchased “flat,” that is, when interest on bonds 
is in arrears and one price is paid for the bonds together with all accrued 
and unpaid interest, this price is recorded as the bond investment cost. 
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Any amounts subsequently received on the bonds, whether designated 
as payments of principal or defaulted interest, should be treated as a 
recovery of investment cost. No interest should be accrued on the 
bonds until solvency of the debtor is restored and the regular receipt 
of interest is assured. Such bonds are reported at their unrecovered 
cost with full information as to the nature of the investment. 

When stocks and bonds are acquired for trading by a security 
dealer, it is considered accepted practice to value any “inventory” at 
current market prices. This method when elected by the dealer for tax 
reporting purposes must be used consistently. 


INVESTMENT IN U. S. A number of long-term savings bonds are 
SAVINGS BONDS made available to investors by the United 

States Government. These vary as to denominations, yield, life, and 
redemption values, and contain specific limitations as to availability 
to certain classes of purchasers, maximum annual purchases, trans¬ 
ferability, redemption, etc. Special accounting problems arise with 
respect to such savings bonds. These are considered in the sections 
that follow. 


Bonds Providing for No Interest Payments but Acquired at a Discount 
(Series E, F, J). Certain U. S. savings bonds provide for no periodic 
interest payments but are sold at a discount that is to represent full 
compensation for holding the bonds. Interest accrues on the bonds 
through increases in redemption values, the bonds becoming increas¬ 
ingly more valuable as they move to maturity. In order to encourage 
the investor to hold the bonds until maturity, bond value increments 
are set so that the rate earned on the bonds increases with the length 
of time held. 

To illustrate the accounting problems for an investment in this 
class, assume the following: Series E bonds calling for payment of 
$10,000 after 10 years are acquired at $7,500 in 1950. The nominal 
interest rate here is zero; sale at the discount provides effective interest, 
assuming semiannual compounding, of approximately 2.9% if bonds are 
held for their full 10-year life.’ Four possibilities are open to the in¬ 
vestor in recognizing earnings on his investment: 

now Series E bond was issued in 19r)2. This series is similar to the old series in 
issue and maturity values, but maturity is only 9 year'i and 8 months after issue, thus 
resulting in an cfTective interest ratp of 3% if held to maturity. Both the old and the 
new Series E bonds may be held beyond their maturity date for an additional period 
equal to their original life; such bonds will continue to earn interest at a rate equal to 
or slightly in excess of their original rate. No action is required of an owner desiring 
to take advantage of such an option to extend the life of his bond holdings. The full 
bond value is payable when bonds are presented for redemption. 
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(1) The bonds may be carried at original cost, no income being 
recognized until bond maturity when the investment is raised to the 
full redemption value and income is credited for this increase. This 
procedure provides for income recognition on a cash basis. 

(2) The discount may be accumulated accox'ding to the scheduled 
increases as stated on the bond, the bond account being increased and 
income credited periodically. This method emphasizes cash realizable 
values and results in increasing earnings as bonds approach maturity. 

(3) The discount may be accumulated on a straight-line basis, the 
bond account being charged and income credited periodically. This 
method provides for accumulation of discount in terms of equal amounts 
and without regard to realizable values. 

(4) The discount may be accumulated in terms of the effective 
earnings rate, the bond account being charged and income credited 
periodically. This method provides for accumulation of discount in 
terms of an equal periodic yield over the life of the issue and without 
regard to realizable values. 


Increases in bond values are compared below: 


End ok 
Ykar Held 

Income Rkcoqnition 
AT Maturity 

Income Recognition 
Acniording to 
liKUEMP'noN Values 

Income Recognition 
ON Sthaiout-Line 
Basis 

Income Recognition 

ON OOMPOUNO- 

Interkht Basis 

1 



$ 25.00 

$ 21,91* 

2 


$ 10.00 

25.00 

22.55 

3 


10.00 

25.00 

23.21 

4 


20.00 

25.00 

23.88 

5 


20.00 

25.00 

24.58 

6 


20.00 

25.00 

25.30 

7 


30.00 

25.00 

26.04 

8 


40.00 

25.00 

1 26 80 

9 


40.00 

25.00 

1 27.58 

10 

$250.00 

60.00 

25.00 

28.15 

_ 


$250.00 

$250.00 

$250.00 

$250.00 







'First six months, 1.45% of $750.00. $10,88 

Second six months, 1.45% of $760.88 ($750.00+$10.88), . 11.03 

Interest for first year,2.9% compounded semiannually. $21.91 

Interest for subsequent years is similarly calculated in terms of the regularly 
increasing investment balance. 

When the investor expects to hold the bonds for the full 10-year 
period, the compound-interest basis provides for the accurate recogni¬ 
tion of income. How’ever, for tax purposes the holder must elect one of 
the following methods: (1) recognition of full interest income upon 
redemption or bond maturity or (2) recognition of interest periodically 
according to the redemption value increases as reported on the bonds. 
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Bonds Providing for Fixed Interest Payments but with Varying Re¬ 
demption Values (Series G and K). Certain U. S. bonds are sold at par 
and provide for periodic interest payments at a certain rate. Such a 
rate is effective, however, only if bonds are held for their full life. To 
achieve this, bonds provide for successively decreasing redemption 
values for a number of years, whereupon values successively rise until 
full value is reached once more at maturity. 

To illustrate, assume the purchase of a Series G 23^%, $1,000 bond. 
The investor receives $12.50 semiannually. But the value of the bond 
for redemption purposes shrinks to a value of $947 at the end of the 
fifth year. From this point, the bond value rises until par is reached at 
bond maturity. Redemption before maturity, then, results in loss of 
a part of the interest previously received and a reduction in the effec¬ 
tive earnings below the 2)4% rate. Redemption values when con¬ 
sidered together with interest receipts provide for a gradually increasing 
yield over the life of the issue until maturity is reached and bonds 
realize original cost; the yield is fully confirmed at this point. 

Since such bonds are acquired as long-term holdings, it is normally 
acceptable to recognize the full amounts received as income without 
adjustments to the investment account to reflect changes in redemption 
values. However, if investments are carried at cost, appropriate dis¬ 
closure should be made on the accounting statements concerning cur¬ 
rent redemption values and the implications of redemption prior to 
maturity. 

Bonds Providing for Varying Interest Payments hut unth Fixed Re¬ 
demption Values (Series H). A series of U. S. savings bonds is issued at 
par and is redeemable at this value throughout the bond life, with 
interest paid at increasing rates over the bond life. The full yield 
relating to such bonds is achieved only if they are held until maturity. 
For example. Series H bonds pay interest at .80% for the first 6 months, 
2.50% per year for the next 3] i years, and 3.40%, per year for' the last 
5^3 years, providing an investment yield of approximately 3.00% if 
held until maturity, but a lower yield if i-edeemed prior to maturity. 
When the investor intends to hold the bonds until maturity and wishes 
to show the yield on the investment in terms of the full bond life, it 
would be possible to show an accrual of interest in early years for the 
difference between amounts earned and amounts collected. Amounts 
collected in excess of the effective yield in later years would be reported 
as a reduction in the accrued interest balance. 

The special features of U. S. savings bonds described in the preced¬ 
ing paragraphs are summarized in the table on the opposite page. 



Ch. 131 INVESTMENTS - BONDS 


379 


2^t:5o<D 

^ ^ 

O O O O O 

^ I—. H- H-* h- 

^ tO^H*0 0 

(t o ft> tv (0 


<0<D<X 00 M ^ 

O O O O O 
OCOO(»00 J 

^tci\ io\ 

Cw Q fy fD fD 

^ gp jp pp p0 


CA ^ CO OQ CO S 


to 

to 

to to to to ( 

b 

o 

55 

S 

M b b 4^ ( 
CD -J -4 C;i P 



> 

s 

CD 

00 

CO COCO CD ) 
05 4!i^tOO ) 

8 

8 

8888 

(00 


to to to to to ^ 

8 

o5 


00 bo bo -1 -t \ 

00 05 00 CD 4* ( 

m 


) 

s 


CD CO CD CD CD ( 

00 05 Oi 00 to ( 

s 


8888Sj 

to 

to IO to to to 

to to to to s 

b 

(W 

4- 4; 00 to to 
05 C 4- O 4- 

H- f-* b b ( 
CD 4* O oo f 



) 

1 P 

O CD O CD CD 
(jO 05 4- to 

CD oo 00 00 S 

O GO -1 05 ^ 

S88S8S 

Q -T *4- H- ( 

Oboo) 

to 

to to to to to 

p p p p ^ 

-1 

Ci 

o5 

-I M 05 05 05 
CO h- 00 4* H* 

b bi b *4* ) 

-J 4- O (DI S 


CO CD CD CD O 
JO 05 C3I CO to 

OOO OOOO ) 
O CD -I P V 

b 

o 

O O C O 

b to bo 4- ( 
O CD O O ( 

to 

to to to to to 

to 10 p p S 

bl 

o 

4* oo ^ 00 to 
4* CD Oi >-* -J 

to b b ) 
00 GO to CJI ( 



? 

8 

O O CD CD CD 
CD X QTj -.J ^J 

O CD CO CO \ 
-1 -t p p ^ 

8 88888 

b b -1 b ( 
o o o o P 

p 

to to to to to 

p to to p ) 

* 1 

(Ti 

-1 -I b b b 

CO O JO Oi h- 

bi bi 4- *4- ? 
^ OOcD 4- > 

8 

CD CD CO O CD 
CD CD CD (X) 00 

CO -D CD CD ) 
p - 1 -1 -4 S 

8 

88888 

b GO b *4- ; 

oooo < 




o « 

;>b 

; O w* "I 

( to lo ^ O 

lw\ tc\ Iv 2 
V- V- v; X rs =J 

^ ^ » 12. ?B 

( jj w 'Jj O^ ~ 


iOOOO 
> 'o bo o b b 


:5 » 

^ 2 - 


> -1 -^J M ^1 “-I ft-;:::- 
>0i05 0icn0i ^3 

rgSS8S?§ 


) to H- J-- H- p 
) U- o hr b b 

^ o -JO 

'o5 

m 

^ JO -I p pi pi 

to to io 4- b 
o o c oo 


pp p 
1 4- io b • 
' ai -J o 


r o oi to o 
^ocoo 


^ OI W to >-‘ 

^ ■ ‘ 00 Oi t— 


C/3 

^ 4- W> to to 


^pppp 
) b 4* W HJ 
‘ 4* O O 


to to to IO to ( 


(OICOIO^-- 
) to -I O Oi 


, w 
; o o o o 

J -t 00 o 


^ to ►-* t— p 
< b b b bo 
^ 00 cn o 

^issl: 


c 

o 

t3 


■% 

"I 

</) 


C. 

e: 


1 

> 


>► 

s 

?Cf 


finirnu 

natioi 

price) 

*0 IT 
?5 Gt 

3 ° 

3 C- 

T 

g 

7 

< 

P 

& 

P 

b 

p 

c 

O' ^ 
^ rt" 

S'S, 


X3 

^ -s 

0 

Q 

cT 


0 


S 3 
3. 

rt- 

(? 

0 


i s 

'P' rt 



lT 




'■-< SI 



S-3‘W 

2 0 ^ 

lis 

-< -1 
P o« 

ff 




CO 

/ 

-1 

Oi 

0 ^ § 

= 5'e 

1 

g - 

0 

3 

p 

c 

5 . 

0 :;; 

0 p 
.y CL 
' P 

b 

J 

0 

to 

8 

=5 

Old 

ERILS E 
Bond 


X 






c-r; cc 

> 1 





€0 

p 

-I 

Oi 

15'^ 

iir ‘ 7 . 3 

0 ft t- 

°S-§ 

^ 3 

OI 

"S 

3 

P 

P 

s §■ 

J'S. 

D 

-D 

"1 

J 

X 

00 

8 

55 

f/j 

w»x 

K 

bft 0 

D 

b 





p ' b 

•-I 

u 

o' 










<y. 

y 

S-5 w 

^ 50 

5-« i 

<1 -I 
P 4> 

g. 

2 2 K 
0 9 nC 

p- ft) r' 

*^3 Ikb 
*5 0 

"1 -i u 

3 / ft 

to 

to 

bi 

00 

73 

teg c 

® S r 
^ fT 0 

8 

b ^ 3 

P 

p 0 WJ 

4-^0 

C5 •-'» 

/ 


0 » ® 



,7 

ft 

X 




**r 

S-B’cc 

3 2^^ 

P 3 w 

b? 3 

<C •'I 
P to 

» 1 5 = 
^1 J 2 . 
5 

ft 0 w 

to 

to 

CO 

►nW , 
®2 ^ 


0 (^ p 
p p 2 

5 

0 rc !t 


05 

/ n !! 

g tfi s> 

g 

^ p p 

D 

p 't 

S-^ 0 

7 


Cm 


b ^ X 

P 






T) '-* 

D 

S 










•/. 

^ Oi 2 

2'" ^ 

7 ) 

5*0 § til 

H 

ft 0 y, 
2 7 j It 

to 

to 

0 

TP 

CCgr 
® S r 
''To 


3 fa , 


p ft V 

i-i 

'0 

D » ® 


D 0 

b 3 


° 

fj 

rt ^ 

0 
















^ roja a 

-13 •< 


§ s 




'75 

Oi 

'’^C 2. 
»'T b 

p ^ ?r 


3 V 

' Ig 1 

2. O' rt 

to 

p 

b 

Uj 

hmW 

®2 

5 w ^ 

g 7 5 ! 

s 

0 b ''* 

C ft> 

b 3 


p rt 

2, 

rt 

yj 






t3 







rr 





\^< to Ch ;* 130 







4 2 g 


b 

CD 



SoOO.OO 

check semi- 
Lially at .80% 
6 mouths, 
% next 3* 2 
•s, and 3.40% 
5~ ^ years 


b 

b 

0 

>-< 

7j 

X 

o' 

7j 

00 

8 

o5 

a” ^ 

-s ^ 2 
0*72 
og 

H 


UNITED STATES SAVINGS BONDS 



380 


\WtmtD\ME ^CCOUN^^NG 


ICh. 13 


LONG-TERM NOTES Investments in long-term notes and mort- 
AND MORTGAGES g^ggg many characteristics in common 
with bond investments. During their life they provide interest, and at 
maturity they call for payment of a specified amount of cash. Long¬ 
term notes and mortgages should be recorded at cost, or at their fair 
market value when acquired in connection with a sale of property. 
Any difference between their acquisition value and their maturity 
value calls for adjustments to income over the life of the investment. 
Mortgage and note holdings may be acquired at considerable discount 
when there is a relatively large risk element. Such acquisition raises the 
question of possible failure to recover the full amount of the obligation 
at maturity. When such a possibility is foreseen, the investor may choose 
to carry the investment without adjustment. If full payment is made at 
maturity, the discount is recognized as a gain at that time. Mortgages 
and notes should be analyzed in terms of installment maturities; the 
portion of the receivable due within one year is reported as a current 


asset, the balance as a long-term investment. 
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QUESTIONS 

1. Distinguish between (a) secured and unsecured bonds, (b) collateral 
trust and debenture bonds, (c) guaranteed bonds and income bonds, (d) 
convertible bonds and callable bonds, and (e) coupon bonds and registered 
bonds. 

S What is meant by market rate, nominal rate, and effective rate as 
i*^ating to bonds? Which of these rates changes during the lifetime of the 
bond issue? 

^ Distinguish between the standards of valuation applied to long-term 
investments in bonds and the standards of valuation applied to short-term 
investments in such securities. What reasons can you offer for any dif¬ 
ferences? 

4. Distinguish between straight-line and compound-interest methods of 
bond premium amortization. What arguments can be offered in support 
of each method? 

5. (a) What is meant by purcha.se of bonds “flat”? (b) What .special 
accounting procedure should be followed for such an invescment? 

б. (a) What special amortization problem is faced when bonds are ac¬ 
quired at a premium and such bonds are subject to redempt ion at less than 
the amount paid? (b) Will the .same problem arise when bonds are ac¬ 
quired at a discount? 

7. P. A. Ward acquires U. S. savings bonds. These bonds pay no interest 
but provide for increasing redemption values. Ward feels that there is no 
need to recognize any gain on the holdings until redemption, (a) What 
arguments can be raised in support of the practice advocated by Ward? 
(b) What arguments can be raised in support of the periodic recognition 
of income on the investment? 

8. An investor makes a significant investment in U. S. Series E savings 
bonds. He wishes to recognize income on the bonds through the accumula¬ 
tion of discount periodically, (a) What three methods of discount accumu¬ 
lation can you suggest? (b) What are the advantages of each method and 
which method in your opinion is preferred? 

9. When bonds are converted for another security, how should the ex¬ 
change be recorded, assuming that (a) the new security acquired has a 
known market value, (b) the security acquired does not have a market 
value? 

10, A. C. McArthur acquires a second-mortgage note, face value $10,000, 
for $6,000. McArthur feels that in view of the risks involved on this paper, 
any future collections of both principal and interest should be treated as 
reductions in the investment balance until he has recovered $6,000. 
Thereafter, any collections of principal and interest can be wholly regarded 
as earnings on the investment. What would be your comment on Mc¬ 
Arthur’s stand? 
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EXERCISES 

1 . A $1,000, 3K% bond, interest payable semiannually, was acquired on 
January 1,1953. The bond matures on January 1,1962. Using the bond 
table on page 364, determine the price to be paid for the bonds assuming 
they are purchased on a basis to yield (a) 3%, (b) 4%. 

2. Investment is made in a $1,000 bond, interest at 3}^2%, payable semi¬ 
annually, maturing 8 years from date of purchase. Using the bond table 
on page 364, calculate the exact yield on the bond assuming that it is pur¬ 
chased for (a) $1,020, (b) $975. 

3. A $1,000 bond maturing in 3 years, interest at 5% payable semi¬ 
annually, is purchased for $1,028. It is determined that this price will pro¬ 
duce a yield of 4%. Prepare a bond amortization table using (a) straight- 
line amortization, (b) scientific amortization. 

4. The Stewart Corporation acquires $100,000 of 316% bonds of Western 
Stores, Inc. on a basis to yield 3.8% paying $97,523.45. Interest is payable 
semiannually and the bonds mature in 10 years. 

(a) What entries would be made for the receipt of the first two in¬ 
terest payments, assuming discount accumulation on each interest date 
by (1) the straight-line method and (2) the compound-interest method? 

(b) Assuming that the purchase was made on a 2.75% basis, 
$106,518.28 being paid, what entri(»s would be made upon receipt of the 
first two interest payments, assuming premium amortization on each in¬ 
terest date by (1) the straight-line method and (2) the compound-interest 
method? 

5. Bonds of $10,000 due in 5 years and paying interest semiannually at 
6^1, were purchased at $10,438, a price to yield 5''^' on the investment. 
Give the entries for the bond purchase, the semiannual interest receipts, 
and the premium amortization for the first two years of bond ownership, 
a>^ming earnings are recognized at 5^J. 

4 , On June 1, 1953, Arthur Welk purchases Rupp Company bonds, face 
fue $10,000, for $10,500, plus accrued interest. Bonds pay interest at the 
rate of 4’ j% semiannually on Ai)ril 1 and October l,and they mature on 
October 1, 1961. What are the entiies that will be made on Welk^s books 
to record (a) purchase of the bonds on June 1, (b) receipt of interest on 
October 1, and (c) the adjustment for accrued interest at the end of the 
fiscal F)eriod, December 81,1953? (Assume amortization for bond premium 
by the straight-line method.) ^ 

7. F. A. Peterson acquired $15,000 of Murphy Motors 4^^ bonds on July 1, 
1951. Bonds were acquired at 95; they pay interest semiannually on 
April 1 and October 1, and they mature on April 1, 1955. The fiscal period 
for Peterson is the calendar year; discount is accumulated on the bonds by 
the straight-line method. On March 1,1954, Peterson sold the bonds for 
98^ 2 plus accrued interest. Give the entry to record the sale of the bonds 
on this date. 

8. On January 1, 1953, Morris Mason purchases $10,000 of Armstrong 
Company 5% bonds at 106. Bonds are due on January 1, 1968, but may 
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be redeemed by the company at earlier dates at premium values as follows: 

January 1, 1956, to December 31, 1959, at 105 
January 1, 1960, to December 31, 1963, at 103 
January 1, 1964, to December 31, 1967, at 101 

What amortization amounts do you recommend that Mason recognize 
over the life of the bond issue? 

9. Burton Rhodes shows Broyles Corp. bonds of $5,000 on his books at a 
book value of $4,650 on July 1,1953. Each $1,000 bond is convertible into 
20 shares of the issuing company's common stock, and Rhodes exchanges 
the bonds for stock on this date. Stock on the date of conversion is quoted 
at 493^; accrued interest on bonds of $41.67 is received together with the 
stock. What entry is made to record the exchange? 

10 Arthur Bailey acquires new Series E bonds on January 1,1953. Bonds 
m $1,500 are acquired at $1,125, a price that results in a yield of 3% com¬ 
pounded semiannually if bonds arc held until maturity. Redemption 
values for each $100 value are listed on the bonds as follows: 

0 to J year. $75.00 

^ to 1 year. 75.40 

1 to years . 76.20 

to 2 years . 77.20 

What interest will Bailey show for 1953 and for 1954 if income is to be 
recognized by accumulation of bond discount (a) in terms of bond re¬ 
demption values, (b) by use of the straight-line method, (c) by use of the 
compound-interest method? 

11 . On March 1, 1953, Lyle Moorhouse acquired $10,000 of 4j^% bonds 
of the Magnolia Corporation in exchange for land that he had acquired 
at a cost of $4,800. Bonds were quoted on the market on that date at 
94J/2. Interest on the bonds was payable on April 1 and October 1; the 
bonds mature on October 1, 1957. 

(a) What entries would be made by Moorhouse in 1953 to record (1) 
the acquisition of the bonds, (2) the receipt of interest on April 1 and 
October 1, and (3) the accrual of interest and the accumulation of discount 
on December 31? 

(b) Assume that Moorhouse made the following entry in recording 
the bonds in 1953: 


Mar. 1 Magnolia Corporation Bonds. 10,000 

Land. 4,800 

Gain on Sale of Land. 5,200 


Interest receipts in 1953 were recorded as credits to income; no entry for 
accrued interest was made on December 31. Give any correcting entries 
that should be made at the beginning of 1954 so that the accounts may re¬ 
flect balances as would be obtained in (a) above. 










384 


INTERMEDfATE ACCOUNTING 


ICk 13 


PROBLEMS 

43M The Florence Co. acquired $10,000 of Powell Corp. 5% bonds, in- 
payable semiannually, bonds maturing in 5 years. The bonds were 
'acquired at $10,450, a price to yield approximately 4% on the investment. 

Instructions: (1) Prepare tables to show the periodic adjustments to the 
investment account and the annual bond earnings assuming adjustment by 
each of the following methods: (a) the straight-line method and (b) the com¬ 
pound-interest method. 

(2) Give entries for the interest receipts and adjustment for the first year 
of bond ownership, assuming use of (a) the straight-line method, and (b) the 
compound-interest method. 

13-2. The Bedford Corporation acquired $10,000 of Western Co. 41^% 
bonds, interest payable semiannually, bonds maturing in 5 years. Bonds 
were acquired at $9,360, a price to yield approximately 6^ i on the invest¬ 
ment. 

Instructions: fl) Prepare tables to show the periodic adjustments to the 
investment account and the annual bond earnings, assuming adjustment by 
each of the following methods: (a) the straight-line method, and (b) the 
compound-interest method. 

(2) Give entries for the interest receipts and adjustments for the first 
year of bond ownership, assuming use of (a) the straight-line method, and 
(b) compound-interest method. 


Wellington Investment Co. acquired $150,000 of Warness Co. 
bonds, interest payable semiannually, at a price to yield 4%. The 
Donds have a remaining life of 10 years. 

Instructions: (1) Using the bond table on page 364, determine the 
amount paid for the bonds. ^ - 

(2) Prepare a table ol discount accumulation by the compound-interest 
method for the first two years of ownership. 

(3) Give the entries to be made by the investor for the bond purchase, 
the semiannual interest receipts, and the discount accumulation for the 
two-year period. 


^'K^JThe Parker Investment Co. acquires $50,000 of Bagley Corp., 2 ^/f 
hoMs, interest payable semiannually, at a price to yield 33i%. The bonds 
have a remaining life of 8 years. 

Instructions: (1) Using the bond table on page 364, determine the am¬ 
ount paid for the bonds. 

(2) Prepare a table of premium amortization by the compound-interest 
method for the first two years of ownership. 

(3) Give the entries to be made by the investor for the bond purchase, 
the semiannual interest receipts, and the premium amortization for the two- 
year period. 

13-5. On May 1,1950, the Walton Co. acquired $20,000 of Burbank Corp. 
4^2% bonds at 98^2 pl^s accrued interest. Interest on bonds is payable 
semiannually on March 1 and September 1, and bonds mature on Sep¬ 
tember 1, 1953. 
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On May 1, 1951, the Walton Co. sells bonds of $5,000 for 100’^^ plus 
accrued interest. 

On July 1, 1952, $5,000 of bonds are exchanged for 1,000 shares of 
Burbank Corp. no-par common, quoted on the market on this date at 
5J/8- Interest is received on bonds to date of exchange. 

On September 1, 1953, remaining bonds are redeemed. 

Iniitri(ciio7ii^: Give journal entries for 1950-1953 to record the foregoing 
transactions on the books of the Walton Co. including any adjustments that are 
required at the end of each fiscal year ending on December 31. (Show all cal¬ 
culations.) 

13-6. On July 1, 1951, Norton Investors acquired $100,000 of Westbrook 
Co. 5^ a bonds at 98 * 2 pltis accrued interest. Interest on bonds is payable 
semiannually on February 1 and August 1, and bonds mature on August 
1, 1953. 

On August 1, 1952, the Westbrook Co. offers additional common stock 
for sale at par, $100, and offers bondholders the privilege of exchanging 
$1,000 bonds for 10 shares of stock. Norton Investors exchange $50,000 in 
bonds for 500 shares of common on this date. Int(Test is received on bonds 
to date of exchange. 

On April 1, 1953, bonds of $20,000 are sold at 99'^4 plus accrued in¬ 
terest. 

On August 1, 1953 bonds mature and collection is made on those held. 

Ini^iruciions: Give journal entries for 1951-1953 to record the foregoing 
transactions on the books of Norton Investors, including any adjustments 
that are required at the end of each fiscal year ending on December 31. (Show 
all ^jirt?lilations.i 

iale, Inc. completes the following transactions, among others, 
1953: 

Mar. 1. Purchased $100,000 of Carter Sales Corporation First Mortgage 
bonds, maturity date August 1, 1958, interest of AV, payable 
semiannually on February 1 and August 1, at 91.I plus brokerage 
of $300 and accrued interest. 

April 5. Purchased 800 shares of Walsh Motors, Inc. common, par $50, lor 
$45,500. 

May 2. Received a common stock dividend on Walsh Motors, Inc. common, 
of 1 share for every 4 shares held. 

July 15. Was granted the right to purchase 1 share of stock at par for every 
5 shares of Walsh Motors, Inc. stock held, the option e.Kpiring 
August 15. Stock had a market value of $62.50 ex-rights, and each 
right had a value of $2.50 on the date the rights were issued. 
Aug. 1. Received semiannual interest on bonds held. (Bond discount 
accumulation by the straight-line method is recorded at the time 
interest is received.) 

Aug. 11. Sold Carter Sales Corporation bonds of $20,000 at 97.^ and accrued 
interest, less fees of sale, $50; also exercised option on stock rights 
on this date. 

Oct. 1. Sold 300 shares of Walsh Motors, Inc. for $16,800. (The first-in, 
first-out method is used in calculating the cost of shares sold.) 

Dec. 31. Adjusted the accounts relative to the foregoing. 

Imtrurtions: Journalize the foregoing. (Show calculations.) 
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13-8. Information relative to the R. R. Miller Company's investments 
during 1953 follows: 


Jan. 

Feb. 

Mar. 

April 

June 


June 

July 

Sept. 

Sept. 

Oct. 

Dec. 

Dec. 

Dec. 


6. Purchased 200 shares of Vale common stock, $50 par, for $17,700. 

11. Purchased as a long-term investment $100,000 of Williams First 
Mortgage Bonds, maturity date October 1, 1957, interest of 6% 
payable semiannually on April 1 and October 1, at 95 plus broker¬ 
age of $160 and accrued interest. 

15. Received a cash dividend of 75 cents and stock dividend of 1 share 
for every 4 held on Vale common stock. 

1 Received semiannual interest on bonds held. (Bond discount 
accumulation by the straight-line method is recorded at the time 
interest is received.) 

15. Received a cash dividend of 75 cents on Vale common stock. Also 
was granted the right to purchase 1 share of stock at 54 for every 5 
shares held, the option expiring July 1. Stock had a market value 
of $59 ex-rights, and each stock right had a market value of $1 on 
the date the rights were issued. 

30. Sold 100 rights at 1\ and exercised option on remaining rights. 

18 Purchased 100 shares of Vale common stock at 55. 

12, Sold $20,000 of Williams bonds at 95^ and accrued interest less 
brokerage fees ot $40. 

15. Received a cash dividend of 75 cents on Vale common stock. 

1. Received semiannual interest on bonds held. 

15 Received a regular cash dividend of 75 cents and an extra dividend of 
25 cents on Vale common stock. 

28 Sold 300 shares of Vale common stock for $17,200. (The first-in, 
first-out method is used in calculating the cost of shares sold.) 

31 Adjusted the accounts relative to the foregoing. 


Jyiiitructiort^^: Journalize the foregoing. (Show calculations.) 


13-9. In auditing the books for the Wharton Corporation as of December 
31, 1953, before the accounts are closed, you find the following long-term 
investment account balance: 


Investment in Browning Corp. 6\s (Maturity Date, May 1, 1959) 

January 22, 195:1 March 10, 1953 

Bonds, $100,000 ac(iuired I’roceeds from sale of bonds, 

at 1021 plus accrued interest. 103,600 $20,000 par and accrued in¬ 
terest . . . 21,300 

May 1 

Interest received . . 2,400 

November 1 

Amount received on call of 
bonds, $20,000 par, at 102 i 
and accrued interest 22,900 


Instructions: (1) Give the entries that should have been made relative to 
the investment in bonds, including any adjusting entries that would be made 
on December 31, the end of the fiscal year. (Assume straight-line amortiza¬ 
tion entry at the end of the year.) 

(2) Give the journal entries required at the end of 1953 to correct and 
bring the accounts up to date in view of the entries that were actually made. 
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I I nvestmenti 

Funds and Miscellaneous Items 

KINDS OF FUNDS Cash or other assets set apart for some spec¬ 

ified common purpose ai’e called funds, sink¬ 
ing funds, or redemption funds. Certain funds are appropriately 
reported as current items, since they are to be used for specified current 
purposes such as daily expenses and the discharjie of current obliga¬ 
tions. Examples of these are petty cash funds; payroll funds; with¬ 
holding tax, social security, and other tax funds; intere.st funds; and 
dividend funds. Other funds consisting of cash and investments built 
up over a long term for such purposes as the ac'quisition oi the replace¬ 
ment of properties, the retirement of long-term indebtedness, the re¬ 
demption of capital stock, or provi.sion for possible future contingencies 
or obligations are properly considered noncuiTont items and are re¬ 
ported under the investment heading. Exam])lcs of these funds are 
bond sinking funds; preferred stock redemption funds; pension funds; 
funds for accidents, fii’es, and other contingencies; and funds for the 
replacement or expansion of plant and equipment. 

A fund may be voluntarily ci-eated by management or it may be 
required by contract. It may arise fi'om a single deposit or from a 
series of deposits, ot- it may be composed of the sum of the deposits 
plus the earnings identified with .such deposits. The fund may be used 
for a single purpose, such as the retirement of bonds at maturity, or it 
may be used for several related purposes, such as the periodic payment 
of interest on bonds, the retirement of bonds at various intervals, and 
the ultimate retirement of the remaining bond issue. 

When a fund is created by management, its control and disposition 
is an arbitrary matter depending upon the wishes of management. 
When a fund is created through some legal requirement, it must be 
administered and applied in accordance therewith. Such a fund is 
generally administered by one or more trustees under a trust agree¬ 
ment known as a trust indenture. 

While a trustee may be in control of assets that he is ultimately 
to apply to the retirement of debt, such a fund should not be viewed as 
a reduction in debt unless it has been specifically agreed that payment 
to the trustee frees the transferor from any further obligation. Nor¬ 
mally, the trustee plan is simply an arrangement for debt liquidation, 

387 



388 


INTERMEDIATE ACCOUNTING 


(Q. 14 


and losses from fund misappropriation or from declines in the values 
of fund assets do not relieve the corporation of responsibility for full 
payment to bondholders. Under such circumstances a fund under the 
control of a trustee calls for the same accounting that would be followed 
for a fund accumulated and controlled by its owner. 

FUND ACCUMULATION When a corporation is required by agreement 

to establish a fund for a certain purpose, such 
as to insure payment of bonds or to redeem preferred stock, the agree¬ 
ment generally provides that (1) fund deposits shall be arbitrary 
amounts or shall vary according to profits or units of product sold, or 
(2) deposits shall be equal periodic sums, such deposits plus an assumed 
income on the fund balance to accumulate to the desired amount at 
some future date. The latter method is based on compound-interest 
factors, and compound-interest tables are used in determining the 
equal annual deposits. Use of such a table, for example, indicates that 
a fund of $100,000, to be produced by 5 equal annual payments invested 
at 3% compounded annually, requires periodic deposits of $18,835.46. 

A schedule can be developed to show the hypothetical fund accumula¬ 
tion through deposits and earnings. Such a schedule is illustrated below: 


FUND ACCUMULATION SCHEDULB 



Earnings on 

Amount 

Total Increase 

Accumulated 

Year 

Balance of 

Deposited 

IN Fund i or 

Total on 


Fund for Period 

IN Fund 

Period 

Deposit 

1 


$18,835.46 

$18,835.46 

$ 18,835.46 

2 

$ 565.06 

18,835.46 

19,400.52 

38,235.98 

3 

1,147.08 

18,835.46 

'19,982.54 

58,218.52 

4 

1,746.56 

18,835.46 

20,582.02 

78,800.54 

5 

2,364.02 

18,835.46 

21,199.48 

100,000.02 


Assuming deposits at the end of each year, the table shows 
$18,835.46 in the fund at the end of the first year as a result of the 
first deposit. At the end of the second year the fund is increased by 
(1) earnings at 3% on the investment in the fund during the year, 
$565.06, and (2) the second deposit to the fund, $18,835.46. The total 
in the fund at this time is $38,235.98. Fund earnings in the following 
year are based on a total investment of $38,235.98. 

Although the schedule is set up on the assumption of an annual 
3% return, various factors, such as fluctuations in the earning rate 
and gains and losses on investments, may result in earnings that differ 
from the assumed amounts. If the fund is to be maintained in accord¬ 
ance with the accumulation schedule, deposits may be adjusted period¬ 
ically to bring the fund to the required total. Annual fund income in 
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excess of the assumed rate will make possible a smaller deposit; annual 
earnings that fail to meet required amounts will call for a larger deposit. 


Sinking fund transactions involving invest- 
** ments in stocks and bonds call for recording 

and valuation procedures as described in the preceding pages. When a 
fund is set up on a voluntary basis and is administered by its owner, 
fund transactions may be recorded currently on the company records. 
W'^hen fund deposits are administered by a trustee, the trustee submits 
periodic reports summarizing fund activities to the company. The 
summary of fund activities for the period can then be recorded on the 
company books. The trustee will have to maintain adequate records 
reporting fund activities in support of his reports of fund stewardship. 
Such records are best kept in double-entry form. 

The example on page 390 illustrates the accounting ihat may be 
followed for activities of a fund where (1) information is recorded on 
the company’s books currently and (2) information is summarized on 
the company’s books from summaries provided by a separate set of 
books maintained by a fund trustee. The example assumes the estab¬ 
lishment of a fund to be applied to the retirement of bonds and gives 
the entries recording the fund accumulation for the first year and the 
entries recording the application of the funds to the retirement of 
bonded indebtedness in the last year. 

It should be observed that when separate books are maintained by 
a trustee, assets are balanced by an account with the company sum¬ 
marizing the trustee’s accountability. This account is credited for 
assets received from the company as well as for the increase in assets 
resulting from earnings; it is charged for assets applied to the retire¬ 
ment of debt as well as for assets returned to the company. The sinking 
fund account on the company’s books, in turn, reports the company’s 
interest in sinking fund assets. This account is charged for assets 
transferred to the trustee and for the increase in assets resulting from 
fund earnings; it is credited for assets applied to the retirement of 
debt and for the individual assets transferred to the company by the 
trustee. The company account on the trustee’s books and the sinking 
fund account on the company’s books are reciprocal accoy-nfs, since the 
credit balance in the company account is equal to the debit balance in 
the sinking fund account when both sets of records are up to date. 
When a company administers a fund and desires to remove detail 
concerning such a fund from the general ledger, a separate ledger could 
be provided in a form similar to that employed by the trustee in the 
example. 
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Trans iction 

Fund Transactions Recorded Currently 
on Company’s Books 

Entry 

195S: 

June 30, 1953 

The Powell Corporation made the first 
of a series of 20 equal semiannual deposits 
of $40,000 to bond sinking fund. 

Sinking Fund Cash 40,000 

Cash 40,000 

July 6, 1953 

Purchased sinking fund securities for 
$35,725, which includes accrued interest 
of $125. 

Sinking Fund Se¬ 
curities 35,600 

Sinking Fund 

Income—Interest 125 

Sinking Fund 

Cash 35,725 

December 1, 1953 

Received interest on sinking fund securi¬ 
ties, $750. 

Sinking Fund Cash 750 

Sinking Fund 

Income -Interest 750 

December 31, 1953 

Paid sinking fund charges by custodian, 
$200. 

Sinking Fund Ex¬ 
penses—PVes 200 

Sinking Fund 

Cash .. 200 

Made second deposit of $40,000 to bond 
sinking fund. 

_ 1 

Sinking Fund Cash 40,000 

Ca.sh 40,000 

1 

To record accrued interest on sinking fund 
securities and ca.sh deposits, $100. 

Accrued Interest on 

Sinking Fund In¬ 
vestments 160 

Sinking Fund 

Income -Interest 160 

To record amortization of premium on 
sinking fund investments, $100. 

Sinking Fund 

Income—Interest 100 

Sinking Fund Se¬ 
curities 100 

(a) To recognize sinking lund income and 
expense. 

(b) To clo.se sinking fund income and 
expense balances. 

(b) Sinking Fund 

Income— 

Interest 685 

Sinking Fund 

Expenses — 

Fees. 200 

Profit and 

Loss 485 

1962: 

December 31, 1962 

Sold sinking fund securities, book value 
after amortization entries, $1,060,000, for 
$1,100,000, including accrued interest, 
$8,000, total proceeds being added to 
sinking fund cash on hand on this date of 
$15,000. 

Sinking Fund Cash 1,100,000 

Sinking Fund Se¬ 
curities 1,060,000 

Sinking Fund In¬ 
come-Interest 8,000 

Gain on Sale of 

Sinking Fund Se- 

1 curities 32,000 
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Fund Transaction'? Recorded Currently on Trustee’s Books 

Entry on Corporation’s Books 

1 Entry on Trustee’s Books 

Bond Sinking Fund A.G. 

Shaw, Trustee 40,000 

Cash 40,000 

Cash 40,000 

The Poviell Cor¬ 
poration 40,000 


Investments m 

Bonds 33,600 

Interest Income 125 

Cash 35,725 


Cash 7,30 

I nterest I n (ome 730 


Expenses 200 

Cash 200 

Bond Sinking Fund A G. 

Shaw, Trustee 40,000 

Cash 40,000 

Cash 40,000 

The Powell Cor¬ 
poration 40,000 

Accrued Intc^rest Re¬ 
ceivable 160 

Interest 1 ncomo 160 


Interest Income 100 

investmemts in 

Bonds 100 

Bond Sinking Fund— 

A. G. Shaw, Trustee 4h) 

Sinking Fund Ex¬ 
penses—Fees 200 

1 Sinking Fund In¬ 
come - Interest 083 

(b) Sinking Fund In¬ 
come-Interest 683 

Sinking Fund Ex¬ 
penses -F’ees 200 

Profit and Loss 483 

Interest Income 685 

Expenses . 200 

The Powell Cor¬ 
poration 485 


Cash 1,100,000 

Investments in 

Bonds 1,060,000 

Interest Income . 8,000 

Gain on Sale of 

Bonds 32,000 
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Transaction 


Paid bonded indebtedness from sinking 
fund cash, $1,000,000. 


Transferred sinking fund cash on hand 
after payment of bonds to cash account 


(a) To recognize sinking fund income and 
expense. 

(b) To close nominal accounts relating to 
sinking fund activities. 


Fund Transactions Recorded Currently 
on Company's Books 



Entry 


Bonds Payable 

1,000,000 


Sinking Fund 
Cash 


1,000,000 

Cash 

115,000 


Sinking Fund 
Cash 

115,000 


(b) Sinking Fund In¬ 
come—Interest 8,000 

Gain on Sale of 
Sinking Fund 

Securities 32,000 

Profit and Loss 40,000 


In the example, sinking fund assets as shown on the company’s 
books or as repotted to the company by the trustee are as follows at 


the end of 19.53: 


Sinking Fund (''ash 

Sinking Fund Securities 

Accrued Interest on Sinking Fund Investments 

$44,825 

35,500 

160 

Total 

$80,485 


Sinking fund income for 1953 is $685 and sinking fund expense is 
$200; the difference, $185, represents the net fund increase from earn¬ 
ings. This amount is reported on the income statement under the 
heading “Other Income.” A gain or a loss on the sale of sinking fund 
securities w'ould be recognized as an extraordinary item. The individual 
items comprising the .sinking fund would be reported under the heading 
“Investments” on the balance sh(‘et. 

The foregoing illustration assumed purchase of sinking fund securi¬ 
ties other than bonds originally issued by the company. It is common 
practice for a bond sinking fund to be used to purchase a company’s 
own bonds. Furthermore, the bond indenture may specifically provide 
that bonds by serial lots can be called in by the trustee for redemption. 
Use of the sinking fund for bond purchases frequently operates to 
support a fiiTn market price for the issue, since the company can enter 
the market whenever the market price makes retirement of the com¬ 
pany’s bonds attractive. 
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Fund Transactions Recorded Currently on Trustee’s Books 


Entry on Corporation’s Books 


Bonds Payable.. . . 1,000,000 
Bond Sinking P'und 
—A. G. Shaw, 

Trustee. 

1,000,000 

Cash. 

Bond Sinking 

Fund—A. G. 

115,000 


Shaw, Trustee . 


115,000 

(a) Bond Sinking 

Fund—A. G. 



Shaw, Trustee. . 

40,000 


Interest Income 
Gain on Sale 

8,000 

of Bonds .... 


32,000 

(b) Interest Income 
Gain on Sale of 

8,000 


Bonds. 

32,000 


Profit and Loss 

40,000 


Entry on Trustee’s Books 


The Powell Cor¬ 
poration. 1,000,000 

Cash. 1,000,000 


The Powell Cor- 


poration . 

115,000 

Cash . 


Intere.st Income 

8,000 

Gain on Sale of 


Bonds 

32,000 


The Powell Cor¬ 
poration . 40,000 


When a company acquires its own bonds thr'/U,yh sinking fund cash 
and retires them, the account with the liabilip’ should be canceled, 
the sinking fund cash account should be credited, and a loss or gain on 
the retirement should be recorded. For example, assume that the 
books of a company show bonds of $100,000 outstanding with an 
unamortized bond discount and expense relating to this issue of $3,500. 
The company acquires and formally retires bonds with a face value of 
$10,000 at a cost of $9,800. The entry to record the bond retirement 
follows: 

5% Bonds Payable. 

Loss on Bond Retirement. 

Sinking Fund Cash. 

Bond Discount and Expense 

To record bond retirement at a loss as follows 


Amount paid on retirement .. . $9,800 

Book value of bonds retired: 

Face value. $10,000 

Less applicable discount and 

expense. 350 9,650 


Loss on retirement. $ 150 


When bonds are acquired by a trustee and kept ''alive,'' it has 
sometimes been the practice to treat such an acquisition in the same 
manner as any other investment. The trustee records the bonds at 
cost, collects interest on the bonds and records collections as income, 


10,000 

150 


9,800 

350 
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applies accumulation and amortization procedures in calculating effec¬ 
tive earnings, and reports a gain or a loss on the resale of bonds to 
outsiders. The treatment of reacquired bonds as an investment results 
in periodic cash transfers to the trustee representing bond interest and 
permits a cash accumulation in accordance with scheduled fund re¬ 
quirements. Interest paid by the corporation on its own bonds is 
balanced by interest received by the trustee. Any difference between 
bond payable book value and the amount paid upon reacquisition of 
bonds is deferred and recognized over the remaining life of the bond 
issue through the discount and premium amortization entries made 
by the corporation and the trustee on bonds issued and bonds held. 

The treatment of bond reacquisition as an investment is not sup¬ 
portable in theory. Reacquired bonds, even though in the hands of a 
corporate agent, cannot be considered an asset. Such bonds are, in 
effect, evidence of a retirement of debt to outsiders. Such bonds may 
be reissued and provide funds, but this is also true of unissued bonds. 
Unissued bonds are not regarded as an asset; they simply represent a 
possible source of cash through the creation of an obligation. 

The treatment of bond reacquisition as a retirement by an entry 
similar to that on page 393 may call for an increase in the deposit 
schedule to compensate for the loss of interest in the fund accumula¬ 
tion. The larger deposit transfers by the company are accompanied 
by reduced interest payments in the absence of interest accruals on 
bonds reacquired by the trustee. If bond rei.ssue takes place, the sale 
is treated the same as sale of an original issue, any premium or discount 
on the reissue being identified with the remaining life of the bond lot 
resold. The treatment of bond reacquisitions as bond retirement 
should be followed even though this may call for adjustments in a plan 
for systematic fund accumulation. 

The accounting procedures described for the bond sinking fund are 
applied in a similar manner in the case of the various other investment 
funds mentioned earlier. 


PREFERRED STOCK Funds are frequently established for the ac- 
REDEMPTION FUNDS quisition and the retirement of preferred stock 
outstanding. Such a retirement may be required by the terms of the 
issue or it may be a policy entered into voluntarily by the corporation. 
The preferred stock contract may indicate a stated redemption value 
or a scale of redemption values related to specified periods when the 
preferred stock may be called in for redemption. 

The transfer of cash to the fund for stock redemption increases the 
balance in the sinking fund; the reacquisition of the company’s stock 
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reduces this balance. The amount paid on the redemption of prefeiTed 
stock may be more or less than the amount received on the original 
sale of the stock. The treatment of such differences requires special 
consideration. 

Amount Paid on Stock Redemption in Excels of Orighial Investment 
hy Stockholders. When the amount paid on stock redemption exceeds 
the amount originally invested, authorities are in general agreement 
that the amount paid in exce.ss of the original contiibution should be 
charged to earned surplus on the theory that the excess payment is a 
distribution of accrued earnings allowed in settlement of the retiring 
equity. To illustrate this treatment, assume that 1,000 shui-es of pi-e- 
ferred stock, par $50, were originally issued at $51 and wei’e reacquired 
at $54. The entry to record the stock redemption is: 


Preferred Stock. 50,000 

Premium on Preferred Stock. 1,(K)0 

Earned Surplus. 3,000 

Preferred Stock Redemption Fund Cash . 51,000 


Original Investment hij Stockholders iti Excess of .\mount Paid on 
Stock Redemption. When the amount originalh’ contributed l)y .stock¬ 
holders on the purchase of stock exceeds the amount paid on such 
stock redemption, it is generally agreed that such an excess should be 
regarded as corporate paid-in surplus; that part of the original invest¬ 
ment retained by the corporation, then, maintains its original status 
as paid-in capital. For example, a.ssume that 1,000 shares of preferred 
stock, par $50, were issued for $55 and wore redeemed at $53. The 
company here retains $2,000; the source of this ca])ital is the original 
investment by owners. The stock redemption may be ivcorded as 


follows: 

Preferred Stock. 50,000 

Premium on Preferred Stock .. . . 5,000 

Preferred Stock Redemption Fund Ca.sli . 53,000 

Paid-in Surplus — From Preferred Stock Redem])- 

tion. 2,000 


The subject of stock redemption and retirement is further dis¬ 
cussed in Chapter 21. 

FUNDS AND RESERVES Frequently creation of a fund is accompanied 

by establishment of a fund reserve out of 
earned surplus. While the two operations may he ndated, one should 
distinguish between the nature and purpose of the fund and of the fund 
reserve. The establishment of a fund insures the availability of assets 
for a named purpose; the appropriation of surplus makes a portion of 
past earnings temporarily unavailable as a basis for dividend declara- 
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tion. The latter action prevents working capital from being depleted 
beyond current earnings through both fund transfers and dividend 
payments. To illustrate, assume that earnings in a year are $75,000, 
working capital and earned surplus being increased by this amount. 
Working capital is reduced, however, when $50,000 is set aside in a 
bond sinking fund. Since working capital now reflects only a $25,000 
increase as a result of earnings, it may be desirable to show in the ac¬ 
counts that dividends should be limited to $25,000. This is done by 
transferring $50,000 from earned surplus to a reserve for bond sinking 
fund. 

The following entries report the transfer of cash to the sinking fund 
and the earmarking of earned surplus not to be used as a basis for divi¬ 
dends: 


Bond Sinking Fund . 50,000 

Cash . 50,000 

Earned Surplus ... . 50,000 

Reserve for Bond Sinking Fund . 50,000 


Periodic appropriations of earned surplus and the limitation of 
dividends as well as fund accumulations may be required as a result 
of the terms of the contract with the creditor groups. On the other 
hand, such actions may be the result of voluntary authorizations on 
the part of management. The surplus reserve is reported as appro¬ 
priated earned surplus in the capital section of the balance sheet. 
Surplus reserves are more fully considered in Chapter 23. 


MISCELLANEOUS An almost endless list of assets may be sug- 

INVESTMENTS gested that are of an auxiliary character so 

far as the main business activities are concerned and that are properly 
reportable under the investments heading. If such assets do not produce 
current interest, dividends, or other income, it is expected by the 
management that they will ultimately have a favorable business 
effect in some other way. For example, a purchase of adjoining pro¬ 
perty is made in advance of needs because it is felt that failure to make 
the investment currently may result in a materially higher cost for 
such acquisition. Or a long-term loan is made to an old customer 
because it is believed that the loan will carry him through a bad period 
and that he will continue as a profitable customer after the present 
strain has passed. Several of the investment items that are commonly 
encountered are considered in the remaining sections of this chapter. 
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Many business enterprises carry life insurance 
INSURANCE policies on the lives of their important ex¬ 

ecutives. It is recognized that the corpora¬ 
tion has a very definite stake in the continuing services of its officers, 
and the insurance plan affords a financial cushion in the event of the 
loss of such personnel. When insurance premiums exceed basic insur¬ 
ance charges, a cash surrender value is produced that is payable in the 
event of policy cancellation. If this cash surrender value belongs to 
the corporation, it should be reported as an investment. 

The actual expense of insurance for a fiscal period is the difference 
between the amount of the insurance pajTOent and the increase in the 
insurance cash surrender value during the period. The increase in the 
cash surrender value is ordinarily relatively uniform from year to year 
after the first year of the policy. At the end of the fii-st year- there may 
be no cash surrender value, or, if there is such a value, it may be quite 
low, because the insurance company must recover certain costs in con¬ 
nection with selling and recording the policy. The cost of insurance to 
the business, then, may be considered correspondingly high during the 
first year of the policy because of the starting '-('sts involved.’ 

An insurance policy with a cash surrender value also has a loan 
value; this is the amount that the insurance company will permit the 
insured to borrow on the policy. When the insured uses the policy as a 
basis for a loan, the amount borrowed should be recorded as a liability 
and not as a reduction in the asset equity. Such loans may be liquidated 
by the insured by payments of principal together with a required rate 
of interest; or the loans may be continuing, to be applied against the 
insurance proceeds upon policy cancellation or ultimate settlement. 
The loan that an insurance company will make on a policy is limited 
to the policy cash surrender value at the end of the policy year less 
discount from the loan date to the cash surrender value date. For 


example, assume a cash surrender value of $3,000 at the end of a fifth 
policy year. The maximum loan value on the policy at the beginning 
of the fifth policy year, assuming that the insurance premium for the 
fifth year is paid, is $3,000 discounted for one year. If the discount rate 
applied by the insurance company is 5%, the policy loan value is cal¬ 
culated as follows: $3,000 1.05 = $2,857.14. 


^The discussion is based upon modern policy practices that recognize cash sur¬ 
render values in the policy years in which they accrue. Policies written prior to 1948 
frequently provided for a recognition of cash surrender values relating to the first 
three years of a policy only at the end of the third year. The emergence of cash sur¬ 
render value in this manner would suggest either (1) the accrual of one third of such 
value in each of the first three years or (2) the recognition of the full amount of the 
cash surrender value in the third .vear, two thirds of such value being recorded as a 
special gain arising from the overstatement of expense in the first two years and one 
third of such value being recorded as a reduction in current insurance expense. 
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While it would be possible to accrue policy loan values instead of 
cash surrender values, practice has favored the recognition of the latter 
value on the books. 

The insured may authorize the insurance company to apply anv 
dividends that may be declared upon insurance policies to the reduc¬ 
tion of the annual premium payment or to the increase in insurance 
cash surrender value, or he may collect such dividends in cash. Divi¬ 
dends should be viewed as a reduction in the cost of carrying insurance 
rather than as a source of supplementary income. Hence, if the com¬ 
pany authorizes that a dividend be applied to the reduction of the 
annual premium. Insurance Expense is simply debited for the net 
amount paid. If the dividend is applied to the increase in the policy 
cash surrender value or if it is collected in cash, it should still be 
treated as an offset in the periodic expense of carrying the policy; the 
policy cash .surrender value or Cash, then, is charged and Insurance 
Expense is credited. After a number of years, the periodic dividends 
plus increases in the cash surrender value may exceed the premium 
payments, thus producing a net income balance rather than an expense 
relating to the policy boldines. 

Collection of a policy upon its sun-ender calls for a cancellation of 
any investment balance. Collection of a policy as a result of the death 
of the insured requires the recognition of an increase in capital repre¬ 
sented by the difference betweem the insurance proceeds and the bal¬ 
ances relating to the insurance policy, k’or income tax purposes no 
deduction may be taken by an employer for the payment of life insur¬ 
ance premiums on officers or employees when the taxpayer is directly 
or indirectly the beneficiary thereof. The amount recovered on the 
surrender of an insurance contract represents taxable income to the 
extent that this exceeds total policy payments; the policy here is 
viewed as an investment that has realized an amount exceeding its 
cost. Amounts collected on a policy by reason of the death of the in¬ 
sured, however, are free from income tax. The nature of the insurance 
policies carried and their coverage should be disclosed by appropriate 
comment on the accounting statements. 

The entries to be made in connection with an insurance contract 
are illustrated in the example that follows. The Andrews Manufactur¬ 
ing Company insured the life of its president, W. E. Andrews, on 
October 1, 1950. The amount of the policy was $50,000; the annual 
premiums were $2,100. The following table gives for each of the first 
three years the gross premium, the dividend, the net premium, the 
increase in cash value, and the net cost for the year. 
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INX'REASE 

Gross Net in Cash Net Cost 

Year Premium Dividend Premium Value for Year 

1 $ 2,100 $ — $ 2,100 $ — $ 2,100 

2 2,100 272 1,828 1,150 678 

3 2,100 272 1,828 1,300 528 

The fiscal period for the company \\as the calendar year. Mr. 
Andrews died on July 1, 1950. The entries made in recording trans¬ 
actions relating to the insurance contract follow: 


Transaction 
October 1, lO'iO 

Paid firbt annual premium, $2,100. 


December 1930 

To record expired premium for Oct. 1 

Dec. 31: 

i.^X$2,100, or$323. 


October 1, 1931 

Paid second annual premium, $I,S28 
Premium $2,100 

Less dividend credit 272 

Net premium $l,s2S 


December 11, 1931 

To record expired jiremium for the year 
■^1 X$2,10v) (Jan. 1-Sept. 30) $1,373 

>4X$1,^-^ (Oct. 1-Dec. 31) 437 

$2,0JJ 


To record the iiurease in the (ash sui 
render \alue for 1931 • 

HX$1,130 (Oct 1-De- 31), or $287.30 


October 1, 1932 

Paid third annual premium, $1,828. 
Premium $2,100 

Less dividend credit 272 

Net premium $ 1,82s 


December 31, 1932 

To record expired premium for the j ear, 
$1,828. 


To record the increase in the ca'>h sur¬ 
render value for 1952: 

^X$l,130 (Jan. 1-Sept. 30) $ 862.30 
HX$1,300 (Oct. 1-Dec. 31) 323.00 

$1,187.30 


Entry 

Prepaid Life Insur¬ 
ance Premium 2,100.00 

Cash 2,100.00 

iuife Insurance Ex¬ 
pense 323.00 

Prepaid Life In¬ 
surance Pr(‘nnum 523 00 


I i*rep lid Life Insur¬ 
ance Premium 1,828.00 

(\i-h 1,828.00 


Life Insurance Ex- 
' pense 2,0 J2.00 

Prepaid Life In¬ 
surance Premium 2,032.00 


E ish Surri'n 1^ r 
Value of Life Insur¬ 
ance PoIk \ 287.30 

Lilc 1 tisur in c 

Lxpens(' 287.30 

r*M p lid Lilc Iiisur 

ance Premium 1,828.00 

Cash . . . 1,828.00 


Life Insurance Ex¬ 
pense 1,828.00 

Prepaid Life In- 

surame Premium 1,828.00 

Cash Surrender 
Value of Life Insur¬ 
ance Policy 1,187.50 

Life Insurance 

Expense 1,187.50 
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Transaction 


Entry 


July 1, 1953 

To record expired premium for Jan. 1- 
July 1: 

3^X$1,828, or $914. 


Life Insurance Ex¬ 
pense 914.00 

Prepaid Life In¬ 
surance Premium 914.00 


To record the increase in the cash sur¬ 
render value for Jan. 1-July 1, 1953: 
i<^X$l,300, or $050. 


To record cancellation of policy upon 
death of insured: 

Amount recoverable on policy: 

Face of policy $50,000 

Dividend 272 


$50,272 


Cancellation of asset values: 

Cash surrender value $ 2,125 
Prepaid life insurance pre¬ 
mium 457 


Cash Surrender 
Value of Life Insur¬ 
ance Policy 
Life Insurance 
Expense 

Receivable from In¬ 
surance Company 
Cash Surrender 
Value of Life In¬ 
surance Policy 
Prepaid Life In¬ 
surance Premium 
Gain on Settle¬ 
ment of Life In¬ 
surance Policy . . 


650.00 

650.00 

50,272.00 

2,125.00 

457.00 

47,690.00 


$ 2,582 

Gain on policy settlement $47,690 


INTERESTS IN REAL Improved property purchased to earn supple- 
ESTATE mentary revenue and for possible price ap¬ 

preciation or future use is included in investments. The expenses 
relating to such holdings should be deducted from any revenue pro¬ 
duced by the property. Unimproved property is frequently acquired 
to provide for possible future use or sale.. Land, while unused, is not 
related to the annual income. This would suggest that any costs in¬ 
cident to the holding need not be deducted from cuirent earnings but 
may be added to ihe investment in the land. When the land is used 
for construction purposes or is sold, its cost will include all expenditures 
incident to its acquisition and holding. 


ADVANCES Advances to subsidiaries are normally con¬ 

sidered long-term investments in the absence 
of definite infonnation that amounts advanced will be collected cur¬ 
rently. Such advances are sometimes presented as additions to the 
investment in stock on the balance sheet. But advances should be 
reported separately, since they represent claims against the subsidiary, 
while the investment in stock reflects an ownership equity. Advances 
of a long-term character to other parties are also reported in the in¬ 
vestment classification for balance sheet purposes. 
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deposits Deposits to guarantee contract performance, 

to maintain various memberships, or to secure 
certain privileges or services, if not to be recovered cun’ently, are 
usually reported as investment items. 


INTERESTS IN Equities in partnerships should be shown as 

PARTNERSHIPS investments on the books of the indi\idual 

partners. An investment account is charged for the contribution made 
by the partner to the partnership. This account is charged for any 
further investments and for any profits of the partnership increasing 
the partner’s individual interest; it is credited for withdrawals and any 
losses decreasing the interest of the partner. 

The reciprocal nature of the investment balance on the books of 
the individuals and the related interest as reported on tho partnership 
books is illustrated in the example that follows: 

Separate Partnership Books 

Transactions Books of Partner A Firm of A and B 


Cash invested by partners: 
A $li0,()00 

B 125,000 

$45,000 

Investment in 

Firm of A and 

B 20,000 

Cash 20,000 

1 - 

^a<h 4.'),000 

A, Capital 20,000 

B, Capitol 25,000 

Cash withdrawals by part¬ 
ners for period: 

A $ 2,500 

B 4,000 

$ 6,500 

Cash 2,500 

Investment 
in Firm of 

A and B 2,500 

A, Capital 2,500 
: B, Capital 4,000 

Cash 6,500 

Profit for partnership for 
period, $12,000, divided be¬ 
tween A and B in profit and 
loss ratio of 2:3: 

A, IX $12,000 $ 4,800 

B, gx $12,000 7,200 

$12,000 

Investment in 

Firm of A and 

B 4,800 

Income 
from Part¬ 
nership 4,800 

Profit and 

Loss 12,000 

A, Capital 4,800 

B, Capital. 7,200 


At the end of the period, the partnership books report net assets 
and asset equities as follows: 

Assets. $50,500 A, Capital . . . $22,300 

B, Capital 28,200 


$50,500 


$50,500 


The separate books of A follow changes in the equity of A in firm 
assets and report an investment balance in the partnership of $22,300. 
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INTERESTS IN TRUSTS When a party acquires an interest in a trust 
n or an estate, the equity acquired should be 

recorded as an investment on the books of the individual beneficiary. 
The account is charged for any increases in this interest resulting from 
gains and is credited for any decreases resulting from losses or from 
asset distributions made to the beneficiary. Accounting for an interest 
in a trust or an estate, then, is similar to that for a partnership. 


INVESTMENTS ON The investment classification on the balance 

THE BALANCE SHEET sheet is generally the first subdivision of the 
noncurrent group. Investment items should be reported individually. 
The investment section of a balance sheet might appear as follows: 

Investments: 

Affiliated companies: 

Investment in Wilson Co., not consohdatod, 
representing 90% interest (90,000 shares 
reported at cost on date of actiuisition, July 
1, 1950; retained earnings of sulisidiary since 
date of acquisition have increased by 
$120,000, $108,000 being identified with 
parent’s equity) $1,500,000 

Advances to Wilson Co. 115,000 $1,015,000 


Miscellaneous stock investments (reported at 
cost, market value $112,000; securities have 
been deposited as security on bank loan - 
refer to notes payable, contra) 

Bond sinking fund in hands of trustee, composed of: 

Cash $ 15,000 

Stocks and bonds (at cost, not in e\i*ess of 

market value) 410,500 

Dividends and accrued interest receivable 4,500 


100,000 


420,000 


Investment in land and unused facilities , 65,000 

Cash surrender value of insurance carried n 

officers’lives 12,500 


Total investments 


$2,222,500 


QUESTIONS 

1 . Name at least ten items that are properly rejiorted under the invest¬ 
ment heading on the balance sheet. 

2. Name and describe five funds that would be listed as current assets 
and five that would be listed as investments. 

3. Give the general ledger entries that would be made for each of the 
transactions below, assuming that sinking fund transactions are sum¬ 
marized (1) in the general ledger and (2) in a separate ledger. 

(a) Cash is transferred to the bond sinking fund. 

(b) Sinking fund cash is invested in securities of other companies. 

(c) Income is received on sinking fund securities. 

(d) Sinking fund securities are sold at a profit. 

(e) Sinking fund cash is used to redeem bonds outstanding. 

(f) Sinking fund cash not required for bond redemption is transferred to 
the general cash account. 
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4 . (a) What alternative treatments can be employed in accounting for 
a company's own bonds purchased from sinking fund cash and kept alive 
in the sinking fund? (b) Which do you favor? Why? 

5. The Marshall Co. reports ‘‘Bond sinkine fund, $200,000,’’ on its 
balance sheet. You find that the sinking fund consists of the following: 


Marshall Co. common stock, at cost. $ 30,000 

Stocks and bonds of other companies, at cost, which exceeds 

market on the balance sheet date by $15,000 . 140,000 

Cash in bank. 25,000 

Dividends declared and interest accrued. 5,000 


What changes in presentation should be made? Explain. 

6. Upon inspecting the books of the Norman Corporation, you find two 
credits in Earned Surplus for 1953: Earned Surplus was credited for a 
$3,000 gain arising from the retirement at $47,000 of bonds cA' $50,000 
originally issued at par; Earned Surplus was also credited for a $4,500 gain 
arising from the redemption at $47,500 of 1,000 shares of pieferred stoc'k 
originally issued at $52,000. What changes, if any, would you suggest? 

7. (a) Distinguish between a sinking fund and a sinking fund reserve, 

(b) Would you normally recommend the use of the reserve in fulfilling the 
objectives of a fund? Exjdain. 

8. (a) Distinguish between life insurance cash surrender value and loan 
value, (b) How is the loan value on a policy calculated? 

9. The Melville Company collects in cash the dividends on the life insur¬ 
ance policies that it carries; the Nielson Comjiany uses dividend credits 
to reduce the life insurance premiums that it pays; Th(‘ Otto Cor])oration 
authorizes the insurance ccmpanies to apply dividend credits to the in¬ 
crease of policy cash surrend(T values. What entries will each comi^any 
make in rec'ognizing dividends? 

10. Ex])lain the accounting that is followed on an individual’s books in 
recognizing the changes that take j4ace in his inter(*st in a ])artnership as 
a result of: (a) investments, (b) withdrawals, (c) i)rofits, and (d) losses. 

11. How would you recommend that advances to a subsidiary company bi* 
reported on a i)arent’s balance sheet? 

12. Indicate how each of the following should be classified in prejiaring a 
balance sheet: 

(a) Land used as parking area for customers. 

(b) United States Treasury Notes, to provide income for otherwise idle 
funds during the slack season. 

(c) Land adjoining factory to provide for expansion program at least five 
years hence. 

(d) A company’s own bonds in a bond sinking fund. 

(e) Accrued interest on above bonds. 

(f) Advance to subsidiary company. 

(g) Cash surrender value of insurance policy. 

(h) A fund to be used to pay current bond interest. 

(i) A preferred stock redemption fund. 
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EXERCISES 

1 . Sinking fund tables show that 5 annual deposits of $18,097.48 accruing 
interest at 5% compounded annually will result in a total accumulation of 
$100,000 immediately after the fifth payment. Prepare a fund accumula¬ 
tion schedule showing the theoretical growth of the fund over the 5-year 
period. 

2. Sinking fund tables show that 10 equal annual deposits of $87,230.51 
will produce a fund of $1,000,000 on a 3% basis. Give the entries required 
for the first three deposits at the beginning of 1953,1954, and 1955 and for 
the increases in the fund balance for earnings at 3% at the end of 1953, 
1954, and 1955. 

3. The Bronson Company has accumulated a sinking fund that shows 
the following balances on September 1, 1953: 


Cash. $ 110,000 

Investments. . 904,000 $1,014,000 


On this date securities are sold for $926,500 plus accrued interest, 
$10,250. Sinking fund cash is then applied to the payments of bonds of 
$1,000,000 maturing on this date and accrued interest on the bonds of 
$22,500. The balance of the sinking fund cash is transferred to the com¬ 
pany cash account. Give the entries to record the above transactions. 

4. Give the entries that would be made for each of the following bond 
sinking fund transactions, assuming that (1) transactions are recorded 
only on the books of the corporation, and (2) the transactions are recorded 
on self-balancing books maintained by the trustee and are summarized on 
the books of the corporation. 

(a) Cash is transferred to the sinking fund trustee, $95,000. 

(b) Securities are purchased out of sinking fund cash, $85,000. 

(c) Income is collected on sinking fund securities, $6,600. 

(d) Expenses are paid out of sinking fund Cash, $400. 

(e) Sinking fund securities are sold for $91,000. 

(f) Bonds are redeemed at maturity date out of sinking fund cash, 

$ 100 , 000 . 

(g) Remaining cash in sinking fund is deposited in general cash account. 

(h) Nominal accounts are closed. 

5. On April 1, 1953, the Rodd Riggs Corjwration invested plant expan¬ 
sion fund ca.sh in bonds of the local municipality. The corporation paid 
$9,500 for ten $1,000, 5% bonds due in 10 years. Interest is payable semi¬ 
annually on April 1 and October 1. (a) Give all of the entries that would 
appear on the company’s books in 1953 as a result of the investment, 
(b) How would the bonds appear on the corporation’s balance sheet at 
the end of 1953? 

6. Peters Sales Co. maintains a sinking fund for the retirement of bonds. 
Bonds of $1,000,000, paying interest at 5% semiannually on January 1 
and July 1 and maturing in 10 years, had been issued at 90 at the beginning 
of 1945. Cash is paid out of the sinking fund in 1953 as follows: 

March 1 — Bonds of $20,000 were acquired at 97 plus accrued interest. 

October 1 — Bonds of $5,000 were acquired at 99 plus accrued interest. 





Ch. ^ A ] INVESTMENTS — FUNDS AND MISCELLANEOUS ITEMS 405 

Give the entries that would be made in 1953 for bond retirements, 
periodic interest paynnents, and bond discount amortization, assuming: 
that the entire bond issue was outstanding at the beginning of the year. 

7. Biliky, Inc. maintains a sinking fund for the acquisition and the re¬ 
tirement of preferred stock outstanding. At the beginning of 1950, 1,000 
shares of 6% preferred stock, par $100, had been issued at 90. Flind dis¬ 
bursements in 1953 are as follows: 

April 1 — Stock, par value $10,000, is acquired at 88. 

November 1 — Stock, par value $5,000, is aciiuired at 95 
Give the entries to record the acquisition and the retirement of pre¬ 
ferred stock in 1953. 

8. The Benjamin Corporation insures the life of its president for $50,000. 
The policy is effective on January 1, 1950, and premiums are payable on 
the first of each year beginning on this date, llie following table gives 
the data for the policy for the first four years: 


Year 

Gross 

Premium 

Dividend 

Net 

Premium 

Increase 
IN Cash 
Value 

Net Cost 
for Year 

1 

$2,000 

$— 

$2,000 

$ — 

$2,000 

2 

$2,000 

266 

1,734 

1,100 

634 

3 

$2,000 

266 

1,734 

1,250 

484 

4 

$2,000 

266 

1,734 

1,350 

384 


The fiscal period for the company is the calendar year. The Benjamin 
Corporation pays the insurance premiums at the beginning of 1950, 1951, 
1952, and 1953. The president of the company dies on July 1, 1953, and 
the face value of the policy becomes recoverable as of this date. Give all 
of the journal entries, including the periodic adjustments, that would 
a])pear on the books of the company relative to the above data for the 
period 1950-1953. 

9. Aaron and Burke join in a partnership in January, 1953, and agree to 
share profits and losses in the ratio of 5:3. Changes in their equities during 
1953 are summarized below. What entries would be made on the indi¬ 
vidual books of Aaron and Burke for the following changes in their respec¬ 
tive equities in the firm? 

Jan. 15. Cash invested in the firm by Aaron and Burke was $50,000 and 
$25,000 respectively. 

Mar. 10. Aaron withdrew cash of $1,500 from the firm. 

June 30. Partnership activities for the period January 15-June 30 were 
summarized and disclosed a net loss of $5,000. 

July 15. Burke invested additional cash of $7,500 in the firm. 

Dec. 31. Partnership activities for the period July 1-December 31 were 
summarized and disclosed a net profit of $15,000. 

10. In 1943 the C. E. Griff Corporation purchased for $50,000 ten acres 
adjoining its manufacturing plant to provide for possible future expansion. 
From 1943-1953 the company paid $20,000 in taxes and $30,000 in special 
assessments. In 1953 it sold one half of its holdings for $75,000 and erected 
a building at a cost of $300,000 on the other half. The corporation shows 
plant at $325,000 on its balance sheet on March 31, 1953. Journalize the 
necessary corrections on the books of the corporation. 
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PROBLEMS 

14-1. The McMasters Corporation wishes to accumulate a fund of 
$100,000 over a 5-year period. Ten equal deposits are to be made at semi¬ 
annual intervals, beginning on June SO, 1953, to accumulate to the desired 
balance after the deposit on December 31, 1957. It is assumed that the 
fund will earn 5% compounded semiannually (2^2% oach six-month 
period). Sinking fund tables show that deposits of $8,925.88 are required 
to provide the desired fund. 

Inslrvctions: (1) Prepare a table similar to that illustrated on page 388 
to show the theoretical growth of the fund over the 5-year period. 

(2) Give the entries to record the fund increases for deposits and for in¬ 
terest for the years 1953 and 1954. 

14-2. On January 1, 1953, the books of the Manning Corporation show a 
balance in a bond sinking fund of $203,950. Books of Joseph E. Combs, 
trustee in charge of the bond sinking fund for the Manning Corporation, 
show account balancers 5 !1( v\s: 


Cash 

$ 6,500 


Securities 

196,300 


Accrued Interest 

The Manning Corporation 

1,150 

$203,950 


$203,950 

$203,950 


The following transactions take place in 1953: 

A deposit of $40,000 was made with the trustee. 

Securities were acquired at a cost of $42,500 that included accrued 
interest of $1,000. 

Interest of $10,800 was collected on interest dates on investments. 

Trustee’s fees and other miscellaneous expenses paid were $850. 

Sinking fund securities were sold for $240,500 that included accrued 
interest of $3,200. 

Bonds of $250,000 were retired on their maturity date and remaining 
cash was returned by the trustee to the corporation. 

Instructions: (1) Give the entries required on the separate books of the 
trustee to record the foregoing and to close the books upon termination of the 
trusteeship. 

(2) Give any entries that would be made on the corporation books as a 
result of the foregoing. 

14-3. The Crowell Corporation maintains a bond redemption and interest 
fund. Bonds acquired by the trustee of the fund are immediately canceled. 
Four per cent bonds of $1,000,000, interest payable semiannually on 
January 1 and July 1, were originally issued at face value. Bonds of 
$250,000 were retired prior to 1953. The bond fund on January 1, 1953, 
has a balance of $75,000, and transactions affecting the fund in 1953 are 
reported below. The trustee keeps no separate books, all sinking fund 
transactions being reported on the company books. 
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Jan. 3. A deposit of $50,000 is made to the bond fund. 

Feb. 16. Bonds of $50,000 are called at 101 plus accrued interest. 

June 30. Interest checks for 6 months ending July 1 are mailed to bond¬ 
holders. 

July 1. A deposit of $50,000 is made to the bond fund. 

Oct. 1. Bonds of $50,000 are purchased on the open market at 99}<j plus 
accrued interest. 

Nov. 1. Bonds of $30,000 are purchased at 9914 plus accrued interest. 

Dec. 31. Interest checks for 6 months ending January 1 are mailed to bond¬ 
holders. 

Dec. 31. Trustee’s fees and bond fund expenses of $3,600 for the year are paid. 
Instructions: Journalize the foregoing transactions. 

f4h44The Stoddard Co. has established a pension plan for employees. At 
th^ emd of each period Pensions Expense, an expense ac(*ount, is debited 
ana Reserve for Pensions, a liability account, is credited for the estimated 
pension requirements. A pension fund is also maintained aiiJ is increased 
by semiannual deposits to the fund. Pension payments are recorded by a 
credit to Pension Fund and a charge to Reserve for Pensions. The balance 
in the account Pension Fund and changes in the fund for 1953 follow: 


Fund Balance, January 1: 

Cash.$ 16,500 

U. S. Treasury 3’s, interest payable May 1 and November 1, 

due May 1, 1965 (acquired at face value). 100,000 

Harmon Co. 1st Mortgage 5’s, interest payable January 1 

and July 1, due January 1, 1965 (face $80,000) . . . 82,400 

Accrued Interest on U. S. Treasury 3’s . . 500 


Fund Transactions, 1953: 

Jan. 15. Cash of $50,000 was transferred to the pension fund. 

Feb. 7. Purchased $50,000 of Lakewood County 3V; bonds, interest payable 
April 1 and October 1, at 96 j 2 pins accrued interest. Bonds mature 
on April 1, 1957. 

April 1. Received semiannual interest on Lakewood County 3’s. 

May 2. Received semiannual interest on U. S. Treasury 3’s. 

June 30. Pension payments for 6 months were $14,400. 

July 1. Received semiannual interest on Harmon Co. 5’s. 

July 15. Cash of $50,000 was transferred to pension fund. 

Aug. 1. Purchased $50,000 additional Lakewood County 3’s, 1957 series, 
at 97^2 plus accrued interest. 

Oct. 1. Received semiannual interest on Lakewood County 3’s. 

Nov. 1. Received semiannual interest on II. S. Treasury 3’s. 

Nov. 25. Sold $20,000 of Harmon Co. 5’s for $21,250, which includes accrued 
interest on the bonds to this date. 

Dec. 31. Pension payments for 6 months were $15,800. 

31. The reserve for pensions was increased by $100,000 for the year. 
31. Received semiannual interest on Harmon Co. 5’s. 

Instructions: Give the entries required for 1953 as a rt^sult of the above, 
including any adjustments that would be necessary at the end of the year. 
(Assume that straight-line accumulation and amortization procedures are 
followed with respect to all bonds in the sinking fund, entries being made at 
the end of the year.) 
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14-5. On. September 1, 1949, the Acme Company insured the life of its 
president, M. A. Gray, for $50,000. The policy was dated September 1, 
1949; the annual premium was $2,400; the annual dividend after the first 
year was $300. Cash surrender values on the policy were stated as follows: 
at end of second policy year, $1,200; at end of third policy year, $2,700; 
at end of fourth policy year, $4,350. 

The fiscal period for the company was the calendar year. Premium 
payments on the insurance policy were made by the company annually 
on September 1, 1949 through 1953. Mr. Gray died on July 1, 1953, and 
the face value of the policy became recoverable as of that date. 

Insfructions: Give all of the journal entries, including the periodic adjust¬ 
ments, that would appear on the books of the company relative to the above 
data for the years 1949 to 1953. 

14-6. On March 1, 1951, Bruner & Bronson, Inc. insured the lives of its 
officers, V. A. Bruner and L. P. Bronson, for $25,000 each. A policy for 
$25,000 was taken out on each officer effective March 1, 1951; the annual 
premium on each policy was $840; the annual dividend on each policy 
after the first year was $120. Cash surrender values for each policy were 
stated as follows: at end of second policy year, $420; at end of third policy 
year, $960. 

The fiscal period for the company was the calendar year. Premium 
payments on the insurance policies were made by the company annually 
on March 1, 1951 through 1953. Mr. Bruner died on September 1, 1953, 
and collection was made by the company on his policy. 

Give all of the journal entries, including the periodic adjust¬ 
ments, that would appear on the books of the company relative to the above 
data for the years 1951 to 1953. 


14-7. The Diamond Coal Company issued $50,000 worth of 4-year, first- 
mortgage, sinking-fund, 6^V bonds dated July 1, 1949. The bonds were 
sold on September 1, 1949 (with accrued interest) at 103.59, a price at 
which they were advertised to yield 5% (semiannual coupons are payable 
June 30 and December 31). 

The bond indenture provided (1) that 25 cents per ton mined would 
be dei)osiled on June 30 of each year with the Central Trust Company for 
sinking-fund purposes and (2) that a sinking-fund reserve would be set 
aside on a straight-line basis. 

The production of coal was as follows: 


Year ended June 30, 1950 .. 
Year ended June 30, 1951 
Year ended June 30, 1952 
Year ended June 30, 1953.. 
The sinking fund earned 4t( 


.42,000 tons 

.56,000 tons 

. 50,000 tons 

.58,000 tons 

the first year and 5^; thereafter. 


Instmctions: Submit all journal entries necessary to express all these 
particulars, including periodic adjustments, on the books of the company. 
Assume that the company’s fiscal period is the calendar year. (Income is not 
to be accrued on the sinking fund but is to be recognized only on June 30 of 
each year.) (A.LA, adapted) 






Chapter 



Plant and Equipment 

Acquisition^ Use, and Retirement 


NATURE OF PLANT The term “plant and equipment” is used as a 
AND EQUIPMENT classification heading for those tangible prop¬ 

erties of a relatively poi-manent chai'acter that are used in the normal 
conduct of a business. Under the plant and equipment heading are 
included such items as land, buildings, machinery, tools, and office and 
sales equipment. The term “fixed assets” is fi-equently used to desig¬ 
nate plant properties. It has already been observed, however, that this 
term may be used in a broader sense to apply to all noncurrent items 
including investments, intangibles, and deferi ed charges. Sometimes 
the term “fixed tangibles” is used to designate in operties of a physical 
nature employed in the conduct of busine.ss and the term “fixed in¬ 
tangibles” to designate properties similarly employed but of a non¬ 
physical nature, such as patents, copyrights, and formulas. The 
tendency in present practice to cla.ssify noncurrent items under separate 
titles that describe the nature of the assets shown is to be encouraged. 
One of the noncurrent asset groups, investments, has already been 
considered. The plant and equipment class is considered in this and 
in the following two chapters. Intangibles and deferred charges are 
(liscus.sed in Chapter 18. 

As in the ca.se of ol her noncurn'iit as.sets, plant and equipment items 
do not tend to turn over with the speed of current assets. The number 
of transactions is relatively small, and the items involved in the trans¬ 
actions are can-ied over in succe.ssive balance sheets. The plant as.sets 
are acquired, used, and retired. While plant and equipment as a class 
lemains as long as the business continues, the individual items, with 
the exception of land, have a limited productive or service life. The 
cost of plant items is as.signed to operations by means of periodic 
depreciation chai’ges. When an item is entirely used up, its complete 
cost should have been deducted from pei’iodic revenues. If operations 
ai e to continue, a new asset is .substituted for the one retired. 


COMPOSITION OF It is customary to classify plant and equip- 

EQ^IPMEN*^ ment items in three principal groups: (1) land, 

(2) buildings, and (3) machinery and equip¬ 
ment. The first group includes building sites, parking areas, and yards. 
The second group includes not only buildings, but also building ap- 
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purtenances such as heating systems, lighting systems, and building 
sidewalks and driveways. Machinery and equipment, the third sub¬ 
division, includes such assets as factory machines; hand and machine 
tools; patterns and dies; store and office equipment; motor vehicles, 
vessels, and other transport equipment; and returnable containers. 

CAPITAL AND REVENUE The proper treatment of expenditures inci- 
EXPENDITURES acquisition and the use of plant 

items presents important accounting problems: Expenditures relating 
to plant and equipment are made for their favorable effects upon 
operations. In recording an expenditure, it must be determined 
whether benefits accrue to the present period alone or whether they 
extend to additional future periods. If only the present period is 
benefited, the outlay is called a revenue expenditure and is recorded as 
a charge to expense. If benefits accrue beyond the current period, the 
outlay is called a capital expenditure and is recorded as an asset. A reve¬ 
nue expenditure is disposed of currently; a capital expenditure is related 
to the revenue of more than one period by periodic depreciation charges. 
An expenditure that is treated as a charge to an asset is said to be 
capitalized. 

Income cannot be accurately measured unle.ss expenditures relating 
to plant assets are properly identified and recorded as capital or 
revenue. An incorrect charge to an equipment item instead of to ex¬ 
pense, for example, re.sults in the current overstatement of profit on 
the income statement and the over.statement of assets and capital on 
the balance sheet. As the cost is assigntnl to operations in future 
periods, incomes of such periods will be understated; the asset and 
capital on the successive balance sheets will continue to be overstated, 
although by lesser amounts each year, until the cost is entirely written 
off and the original error has been fully countei’balanced. On the other 
hand, an incoivect charge to expense instead of to an equipment item 
results in the cuirent understatement of profit on the income statement 
and the understatement of both as.sets and capital on the balance sheet. 
Income of subsequent fiscal periods will be overstated in the absence 
of appropriate charges for asset depreciation; assets and capital on the 
successive balance sheets will continue to be understated, although by 
lesser amounts each year, until the equipment item makes no further 
contribution to operations ard the original error has been fully counter¬ 
balanced. 

One frequently finds companies adopting an arbitrary practice of 
charging all plant expenditures of a relatively small amount, perhaps 
expenditures not exceeding $50, $75, or $100, to expense. Such practice 
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is adopted for the sake of expediency; the special analysis of such 
small expenditures, as well as the development and the appli(‘ation of 
depreciation plans for those that mif>ht qualify as capital items, is thus 
avoided. Normally, adherence to such an arbitrary rule will not I'esult 
in any significant misstatement of plant and equipment costs and 
periodic income. 

VALUATION OF Land that has an unlimited life is normally 

PLANT AND EQUIPMENT balance sheet at original 

cost. Other plant items whose lives are limited are noi’mally shown at 
cost less that portion of the cost which has been allocated to past 
operations. The rule for valuation is frecjuently described as “cost less 
accrued depreciation.” By “accrued depreciation” is meant the sum 
of the periodic depreciation charges since the a.sset was acf]uired. The 
cost of an asset less its depreciation to date is known us its hook value. 
Ordinarily no reference to the market values or the I’eplacement values 
of plant and equipment is made in presenting these items on the 
balance sheet. Plant and equipment items are not intended for con¬ 
version into cash; accounting for these assets involves the accumulation 
of their costs and the appropriate assignment of such costs to the 
revenues emerging from their use. 

“Co.st” of a plant item is usually interpreted to mean the minimum 
cash outlay necessary in its acquisition. When the plant item is ac¬ 
quired for consideration other than ca.sh, it is the fair market value 
of the noncash consideration that determines cost: in (he absence of 
such a measure, the fair market value of the asset acquired becomes the 
basis for recording its accounting value. 

The cost of a plant item ordinai-ilv includes all outlays up to the 
time it is usable for the purpose for which it was acquired. All costs 
incident to purchase, freight and cartage in, installation, etc., are 
added to the purchase price in obtaining the total investment in the 
asset. 

ACQUISITION OF There are a number of different ways in 

PLANT AND EQUIPMENT ^vhich plant and equipment items are ac¬ 
quired. These need to be considered, since each method of acquisition 
raises special accounting problems relating to the costs assignable to 
the assets. The acquisition of plant properties is discussed under the 
following headings: 

(1) Purchase for cash. (4) Issuance of securities. 

(2) Purchase on deferred pay- (5) Self-construction, 

mentplan. (6) Gift or discovery. 

(3) Exchange. 
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PURCHASE FOR CASH Plant and equipment items are frequently 

acquired for cash. Under such circumstances 
the asset is simply recorded at the amount of the cash outlay. Inci¬ 
dental costs relating to its purchase or additional costs relating to its 
preparation for use are added to such outlay. Consideration of the 
special costs identified with particular asset acquisitions is covered in 
a later section. 

It was suggested in an earlier chapter that sound theory requires 
that all purchase discounts be regarded as red U(‘f ions in purchase 
costs; income should emerge from the process of selling, not buying. 
Plant items, then, should be recorded at no more than their cash price, 
any available discounts being treated as reductions in asset cost. This 
practice should be followed even when expediency dictates the treat¬ 
ment of discounts taken on merchandise purchases as income. When 
discounts on plant and equipment items are treated as reductions in 
cost in accordance with theoretical considerations, failure to take such 
discounts should be regarded as giving rise to additional charges that 
may be reported in a discounts lost account. 

When a lump sum is paid for a number of property items acquired 
in a basket purchase, the purchase price must be allocated to the indi¬ 
vidual assets. This is necessary since certain assets may be non¬ 
depreciable and others depreciable, and depi’eciable assets will vary as 
to useful life. Appraisal values, reproduction costs reduced to present 
depreciated values, or other available evidence is used to support an 
equitable allocation of the total purchase price. To illustrate such an 
allocation, assume that land, buildings, and equipment are acquired 
at a purchase price of .$80,000. It is decided to use assessed values for 
the individual assets as reported on the property tax bill as a basis 
for apportionment of the purchase price to these assets. The apportion¬ 
ment is summarized in the tabulation below: 




Apportionment 

Cost 



OF Cost on Basis 

Assigned 


Tax 

OF Relative 

TO 


Assess- 

Assessed Values 

Individual 


MENT 

OF Properties 

Assets 

Real Properties: 

Land. 

$14,000 

mS X »«“•»»» 

$22,400 

Improvements (Building) 

:u),ooo 

'Si X 

48,000 

Personal Property (Equipment). 

6,000 

i'Zl X 

9,600 


$50,000 


$80,000 
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When a plant item is acquired in secondhand or used condition, it 
is generally set up at actual cost rather than at its cost to the seller 
less an allowance for depreciation on original cost. The useful life of 
such an asset is naturally less than that of a similar asset acquired new. 


PURCHASE ON When an asset is acquired on a deferred pay- 

PAYMENT ment plan and interest payments are made 
in the liquidation of the contract, Interest 
Expense should be charged for the amounts paid as interest. When a 
contract does not provide a specific charge for interest but calls for a 
total charge that exceeds the price that would have to be paid on a 
cash basis, such excess should be regarded as the charge that is made for 
deferring payment. The purchase, then, is recoi-ded l^y a charge to the 
asset at its cash price, a charge to Interest Expense for the amount 
considered to be a financing charge, and a credit to the payable for 
the full contract amount. When a cash price is not quoted, the contract 
price on a deferred payment plan might still be deemed to include a 
financing charge. In such a case the difference between the contract 
price and an a.ssumed cash price, regarded as the future payments dis¬ 
counted at a reasonable interest rate, is treated as interest expense. 
Recognition of interest under such circumstances is I'arely found in 
practice; however, special analysis and recognition of this factor would 
I'e .suggested when financing charges of a material amount are implicit 
in the contract price. 

When a plant and equipment item is acquired on a conditional 
sales basis in which title to the asset does not pass until payments on 
the contract are completed, both a.s.set and liability balances are recog¬ 
nized in the accounts so long as it is the intent of the purchaser, or the 
lessee as this party may be designated, to complete the contract. The 
nature of the contract and the fact that default on the obligation will 
result in failure to acquire asset title should be disclosed on the balance 
sheet. 

ACQUISITION BY Treatment on the Books. When an asset is ac- 

EXCHANGE quired to replace an old asset, the old asset 

may be applied on the purchase price of the new. The trade-in allow¬ 
ance may be greater or smaller than the book value of the asset traded 
in; it is rarely the same. The difference between the trade-in value and 
the asset book value should be recorded on the books as an extra¬ 
ordinary profit or loss item. To illustrate, assume that at the beginning 
of 1953, machinery costing $5,000 and having a book value of $2,000 
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is accepted at $1,600 in part payment on new machinery priced at 
$6,000. The following entry is made: 


Machinery. 6,000 

Allowance for Depreciation of Machinery. 3,000 

Loss on Trade of Machinery . 400 

Machinery . 5,000 

Cash. 4,400 


The new machinery should be recorded at the price that would 
have to be paid in the absence of a trade-in. If the machinery in the 
preceding example could have been acquired at a cash price of $5,600 
instead of $6,000, the asset should be recorded at no more than $5,600, 
the trade-in value of the old machinery being recognized as actually 
$1,200. The difference between the book value of the asset traded in 
and the trade-in allowance may be interpreted as an extraordinary loss 
arising from failure to recognize adequate depi'eciation in prior years 
or arising from the decision to trade the asset at this particular time. 
The charge is made to a nominal account if it is the practice to report 
extraordinary losses of this kind in the lower section of the income 
statement; the charge is made to Earned Surplus if it is the practice to 
report such items as adjustments to surplus on a surplus statement. 
An excess of trade-in value over book value represents a gain on the 
trade-in. The gain is recorded by a credit to a nominal account or to 
Earned Surplus. 

In the preceding example, it was as.sumed that the asset was ex¬ 
changed at the end of the fiscal period. When depreciable assets are 
exchanged within a fiscal period, depreciation should be recognized 
for the partial period from the beginning of’the current period to the 
time of the exchange. The book value at the time of the exchange is 
then used in recording the exchange. For example, assume that the 
transaction above did not occur until the middle of 1953. The annual 
depreciation charge is $1,000. Depreciation for one-half year is re¬ 
corded, and this is followed by the entry to record the exchange. These 
entries are: 


Depreciation of Machinery. 500 

Allowance for Depreciation of Machinery. 500 

Machinery. 6,000 

Allowance for Depreciation of Machinery. 3,500 

Machinery. 5,000 

Cash. 4,400 

Gain on Trade of Machinery. 100 


The foregoing may be combined in the form of a single compound 
entry as follows: 
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Machinery. 6,000 

Allowance for Depreciation of Machinery. 3,000 

Depreciation of Machinery. 500 

Machinery. 5,000 

Cash. 4,400 

Gain on Trade of Machinery. 100 


In the absence of adequate proof that the depreciation rate used 
in the previous periods was inaccurate, the rate of depreciation for the 
current period is the same as that used in the past. 

Income Tax Requirements. For federal income tax purposes, a loss 
or a gain cannot be recognized on the exchange of busine.ss or invest¬ 
ment property solely for property of a like kind even though the trade- 
in allow'ance differs from the book value of the asset.* The tax basis for 
the new asset is measured by the amount paid plus the book value of 
the asset traded in, the loss or the gain thus becoming an addition to 
or a subtraction from the price of the new a.sset. To illustrate, in the 
first example on page 414, the loss; of $400 cannot be recognized for tax 
purposes; instead the cost of the asset is regarded as $0,400, com¬ 
posed of the cash paid, $4,400, plus the book value or undepreciated 
cost of the asset traded in, $2,000. In calculating taxable income, 
depreciation on the new asset is computed on the basis of $0,400. 
Assuming straight-line depreciation and a 5-year life, depreciation of 
$1,280 is allowed annually. The lo.ss on the old a.sset is thus recovered 
for tax purposes in the form of additional depreciation charges over the 
life of the new asset. 

The income tax method for reporting an asset acquired in an ex¬ 
change cannot be supported in terms of accounting theory. The life 
cycle of an old asset has ended and the accounts should reflect the full 
effects of its cost, use, and disposition; a new asset has been acquired 
and future periods should be charged with neither more nor less than 
its cost. One frequently finds the tax method applied in the accounts 
so that analysis and restatement of account balances may be avoided 
in the preparation of income tax returns. When gains and losses on 
trade-ins are relatively insignificant, use of this method may not be 
objectionable. However, use of the tax method in the accounts cannot 
be defended when it leads to the significant misstatement of assets 
and periodic income. 

A loss or a gain is recognized for tax purpo.ses as well as for ac¬ 
counting purposes when old equipment is sold and new equipment is 
subsequently acquired as two independent transactions. 

'This rule does not cover stock in trade or stocks, bonds, or other evidences of 
indebtedness or interest. 
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ACQUISITION BY A company may acquire assets by issuing its 

s^uamES^^ stocks or bonds in exchange for proper¬ 

ties. When the value of the securities is 
determinable, the property acquired should be reported at the current 
market value of the securities issued. Assets are properly valued at the 
par value of the securities issued only when such securities have a 
market value equal to par. 

If stocks or bonds are selling at a discount, the assets should be 
reported at such current cash value, a stock discount or bond di.scount 
account being debited for the discount and ('apital Stock or Bonds 
Payable being credited at par. For example, assume that a company’s 
stock, par .$10, is currently .selling on the market at 8J. The company 
gives 10,000 shares of its stock in payment for machinery. The entry 
to record the a.s.set acquisition should be made as follows: 


Machinery . 85,000 

Discount on Common Stock . 15,000 

Common Stock . . 100,000 


If the discount were buried in the cost assigned to machinery, both 
assets and corporate capital would be overstated; this in turn would 
lead to mis-statement of periodic depreciation and net income .sum¬ 
maries during the life of the a.sset item. 

If a company’s own stocks or bonds are selling at a premium, the 
assets should likewise be reported at the current market value of the 
security, Capital Stock or Bonds Payable being credited at par and a 
stock premium or bond premium account being credited foi- the exce.ss. 
It is important to note that the secuiities should be valued at a price 
that is currently i)i-evailing and that is established by tran.sactions on 
the securities markets or by transactions involving independent third 
parties. Amounts assigned to assets and capital mu.st represent accu¬ 
rate expressions of underlying values. 

When a company’s securities do not have an established market 
value and these are exchanged for assets, it may be possible to arrive 
at an objective determination of the fair market value of the a.sset 
acquired through appraisal by independent authorities. Both assets 
acquired and securities issued may then be recorded at values arrived 
at by appraisal. If a satisfactory market value is obtainable neither 
for securities issued nor assets acquired, values as defined by the board 
of directors will have to be accepted for accounting purposes. For 
example, assume that a corporation issues 10,000 shares of stock in 
payment for certain mining property. The stock issued has no estab¬ 
lished market value and there are no means of arriving at a fair value 
for the property received. If the board of directors values the property 
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at $80,000, then the property value and the issuing price of the stock 
are thereby set at this figure. The assignment of values by the board 
of directors is normally not subject to challenge, unless it can be shown 
that the board has acted fraudulently. 

When a purchase price is made up of cash and securities, similar 
standards for valuing properties apply. Any security discounts or 
premiums should be accounted for separately. When assets are pur¬ 
chased for a given down payment plus a series of non-interest-bearing 
notes whose face values provide for the interest charges, the a.sset costs 
should not include the interest that is included in the notes. 


u Tu UL 4 Sometimes a plant and equipment item is 
constructed by the party who is to make use 
of the asset. This may be done because it is believed that the cost will 
be less than if the asset is purchased. It may also be done in order that 
the facilities of the plant may be more fully utilized or in order that a 
higher quality of performance may be achieved. When such construc¬ 
tion takes place, a number of special problems arise in arriving at a 
cost for the project that will become the basis for subsequent charges 
to operations. 


Overhead Chargeable to Self-Construction. All construction costs are 
charged to the assets under construction. There is usually little or no 
question concerning such items as materials and labor that are directly 
attributable to the new construction. However, the question of in¬ 
clusion of overhead in construction costs has brought forth conflicting 
opinions. There are some who claim that general factory overhead 
during a construction period should be assigned in the same manner to 
both construction and normal activities. Others take issue with the 
foregoing and suggest that only the increase in general factory overhead 
specifically incurred as a result of construction activities is properly 
chargeable to construction. 

Those taking the position that construction should carry a fair 
share of overhead claim that this must be done if constructed assets are 
to be presented at their actual cost; plant and equipment items self- 
constructed are entitled to no special favors. This practice should be 
followed even though general manufacturing activities are relieved of 
a portion of overhead that they would normally carry; since overhead 
has served a wider purpose during the construction period, this is 
accurately reflected in below-normal factory costs. Those who support 
charges to construction for only the increase in general overhead claim 
that the cost of construction is actually only the extra costs involved in 
such activity. It is normal manufacturing activities that should receive 
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no special favors as a result of special construction. When construction 
is undertaken, management is presumably aware of the cost of normal 
activities, and the decision to engage in constiuction is made in terms 
of the special added costs involved. Construction thus should be 
assigned only the increased factory costs relating to such activities. 

It is essential to note that the reduction of general factory overhead 
otherwise chargeable to factory activities by allocation to construction 
activities will serve to raise profits during the construction period. The 
recognition of a portion of overhead is postponed and recognized in 
subsequent periods in the form of depreciation charges. 

While there is theoretical support for the use of either position 
suggested, practice on the whole has leaned to the assignment to con¬ 
struction of only the increase in general factory overhead. A major 
factor for this choice has been the balance sheet conservatism offered 
through such an approach. 

Saving or Losa on Self-Conatriiction. When the cost of self-construc- 
tion of a plant and equipment item is less than its cost to acquiie 
through purchase or construction by others, such difference is not a 
profit but a saving. A profit emerges from a sale, not from expenditures 
incurred in work done for one’s self. The construction is properly re¬ 
ported at its cost. Savings will emerge as profits over the life of the 
asset as lower depreciation is charged against periodic revenue. 

When the cost of constructing an asset proves to be more than the 
cost of such an acquisition from outsiders, it would be conservative to 
record the asset a< the lower value and to recognize an extraordinary 
loss in the period of its completion. The asset thus is not reported at an 
amount exceeding its sound value, and future periods are not burdened 
with depreciation on excess co.sts that could have been avoided. 

ACQUISITION BY GIFT When property is received as a gift, there is 
OR DISCOVERY money cost to be used as a basis for its 

valuation. Even though there are certain cash expenditures incident to 
the gift, these are generally far less than the value of the property. 
Cost, here, obviously fails to provide a satisfactory basis for asset 
accountability as well as income measurement. Under such circum¬ 
stances, appraisal of the property becomes appropriate, and appraised 
value becomes the basis for the charge to the asset account and the 
credit to surplus. The surplus account should indicate the source of 
the capital increase. To illustrate, if the Beverly Chamber of Com¬ 
merce donated land and buildings appraised at $50,000 and $150,000 
respectively, the entry on the books of the party receiving the gift 
would be: 
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Land. 50,000 

Buildings. 150,000 

Paid-in Surplus—Donation of Land and Buildings 200,000 


Depreciation of an asset acquired by gift should be recorded in the 
usual manner, the value assigned to the asset forming the basis for the 
depreciation charge. 

If a gift is contingent upon some act to be performed by the donee, 
the contingent nature of the asset as well as the surplus should be 
indicated in the account titles. Account balances should be reported 
‘‘short'' on the balance sheet or should be reported in footnote form. 
When depreciable property is included in the gift, a periodic charge to 
operations for depreciation on such property would be appropriate if 
costs and revenues of the period are to be fully shown, even though 
title to the property has not passed to the donee; the service contribu¬ 
tion may be considered as realization of a portion of the gift even though 
there may be ultimate title forfeiture. To illustrate, assume the follow¬ 
ing: On January 2, 1953, the property mentioned in the previous 
example is given on the condition that the donee employ a minimum of 
100 men for a period of 10 years. Depreciation is recognized periodi¬ 


cally on the asset, whose life is estimated at 30 years. Entries are: 

Transaction Entry 

January 2, 1953 

Receipt of property by donee. Contingent Asset- ~ 

Land . 50,000 

Contingent Asset 
Buildings .150,000 


Contingent Paid-in 
Surplus -Donation 
of Land and Buildings 200,000 


December 31, 1953 

Periodic depreciation: 

(1) To record realization of property Buildings. 5,000 

value arising from use of property Paid-in Surplus— 

for year (1/30 X $150,000, or Donation of Land 

$5,000). and Buildings- 5,000 

(2) To cancel contingent balances for Contingent Paid-in 

amounts realized through use. Surplus—Donation of 

Land and Buildings. . 5,000 

Contingent Asset- - 
Buildings. 6,000 

(3) To record depreciation on prop- Depreciation of Build- 

erty used during year. ings. 5,000 

Allowance for De¬ 
preciation of Build¬ 
ings . 5,000 
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Transaction Entry 


January 2, 1963 

Receipt of title to properties: 

(1) To record ownership of property 
not previously reported as real¬ 
ized through use (land, $50,000, 
and buildings, $150,000 less 
$50,000). 

(2) To cancel contingent balances re¬ 
lating to property not previously 
reported realized through use. 


Land. 50,000 

Building.100,000 

Paid-in Surplus— 

Donation of Land 

and Buildings. 150,000 


Contingent Paid-in 
Surplus—Donation of 
Land and Buildings. .150,000 


Contingent Asset— 

Land. 50,000 

Contingent Asset 

Buildings . 100,000 


Account balances on January 2, 1963, will show the depreciated 
asset values as well as the full paid-in surplus balance resulting from 
the contribution. Income from 1953 through 1962 is charged with 
depreciation applicable to the use of property items; such charges will 
continue to be made for the life of the donated property. Account 
balances on January 2, 1963, follow: 


Land. $ 50,000 Paid-in Surplus— 

Buildings.$150,000 Donation of I^and 

Less Allowance for and Buildings. $200,000 

Depreciation. . 50,000 100,000 


$150,000 

Occasionally valuable natural resources ai:e discovered on property 
that is owned. Oil may be discovered on a company's plant site. The 
presence of oil, not previously known, materially enhances the value of 
the property. As in the case of a gift, cost fails to provide a satisfactory 
basis for asset valuation and income measurement. Here, too, an ap¬ 
praisal of the property is appropriate, and the property is reported at 
a figure based upon the estimated value of the discovered resources. 
In this case, an appraisal is the source of the capital increase; hence 
appraisal surplus is credited. 


INTEREST DURING The practice has developed in public utility 

c^NS'reucTiON accounting of adding interest costs during the 

period of construction to assets being con¬ 
structed. Instead of reporting interest as an expense during the con¬ 
struction period when there is no income, such interest is recognized 
as a cost of plant and emerges as a charge for depreciation in the periods 
in which the properties are income-producing. Service rates that are 
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established by governmental regulatory bodies are based upon current 
costs and thus recognize and provide for a recovery of past interest 
costs. Similar gi’ounds for interest capitalization cannot be claimed in 
accounting for the industrial unit; nevertheless, the practice of capi¬ 
talizing interest as a part of the cost of building construction has been 
carried over into the industrial field. When interest is capitalized, it 
follows that it should be adjusted for amortization of premium or 
discount. 


OTHER EXPENDITURES There has been some support for the position 

ORGANIZ^TI^^ND expenditures for interest, taxes, moving 

CONSTRUCTION costs, general and administrative costs, etc., 

should be capitalized during a period of 
oi’ganization and construction. Such support is based on the theory 
that future periods are benefite<l by necessai’y initial costs and that it is 
unreasonable to assume that losses have been incurred before sales 
activities actually begin. However, it would .seem that a stronger case 
can be made for the recognition of such items as expenses even though 
these give rise to a deficit. Adequate disclosure can be made of the 
special nature of the measuiement problem during the initial period of 
organization by means of statement notes. If the practice of capital¬ 
izing initial costs is to be followed, such costs should be reported as a 
deferred charge in an appropriately titled account and then should be 
written off in some systematic manner. Description of the policy 
followed with respect to such initial costs should be provided by special 
note. Initial costs should under no circumstances be reported as plant 
and equipment. To add such costs to plant and e(iuipment would 
re.sult in a mi.sstatement of the property items as well as of the periodic 
depreciation charges. 


EXPENDITURES 
INVOLVED IN USE OF 
PLANT AND 
EQUIPMENT ITEMS 


During the life of plant and equipment, ex¬ 
penditures relating to the use of these proper¬ 
ties must be accounted for accurately. Prop¬ 


erty items call for regular maintenance and 
repairs, and at different intervals, for betterments and additions. These 
charges are described in the sections that follow'. 


Maintenance. Certain expenditures are incurred to maintain assets 
in fit condition to perform their w'ork. Among these are expenditures 
for painting, lubricating, cleaning, and adjusting equipment. Such 
expenditures are referred to as maintenance. Maintenance items are 
recurring and benefit current operations: hence they are recognized as 
expenses. 
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Repairs. Expenditures are incurred to restore assets to a fit con¬ 
dition upon their breakdown or to restore and replace broken parts. 
Such outlays are referred to as repairs. When these expenditures are of 
an ordinary and recurring nature, they are considered to benefit cur¬ 
rent operations and are charged to expense. When such expenditures 
are of an extraordinary nature and serve to prolong the life of the asset, 
it may be appropriate to charge them to the allowance for depreciation 
and then to redetermine the depreciation policy on the asset in view 
of changes in its book value and estimated life. 

Extraordinary repairs involving the overhauling of certain assets 
are frequently referred to as renewals. Substitutions of parts or entire 
units are referred to as replacements. A parts replacement of minor 
character may be regarded as ordinary repairs; a parts replacement of 
major importance falls in the category of extraordinary repairs; the 
replacement of an entire unit calls for entries for the retirement of the 
old asset and for the establishment of the new. 

Extraordinary repairs, such as might arise because of flood, fire, or 
other casualty, require special analysis. In such cases, the cost of 
restoring the asset to its previous condition should be reported as a loss 
from casualties; any cost that improves or enlarges the asset should be 
added to the asset balance; any cost that prolongs the original life of 
the asset should be treated as a reduction in the allowance for deprecia¬ 
tion account. 

Betterments. Asset replacements providing for increased or improved 
services are referred to as betterments. Replacements of lighting systems, 
heating systems, sanitary systems, etc., with improved facilities repre¬ 
sent such betterments. Betterments call for entries for the retirement 
of the old asset and for the establishment of the new. 

Additions. Enlargements and extensions of existing facilities are 
referred to as additions. A new plant wing, additional loading docks, 
or the expansion of a paved parking lot, represent additions. An ex¬ 
penditure for an addition is capitalized and depreciated over its service 
life, which may be limited to that of the original property item to which 
it is related. 

When certain relatively large maintenance 
and repair charges are e.xpected at irregular 
intervals during the life of an asset, provision 
may be made to charge operations not only 
with a share of the original cost of the asset but also with a share of the 


ESTABLISHMENT OF 
ALLOWANCE FOR 
MAINTENANCE AND 
REPAIRS 
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total maintenance and repair charges that are anticipated over the life 
of the asset. An expense account may be charged for the estimated 
maintenance and repairs, the depreciation allowance account or a 
separate maintenance and repairs allowance balance being credited. 
If this is done, such anticipated maintenance expenditures, when in¬ 
curred, are properly chargeable against the allowance. To illustrate, 
the cost of repainting buildings in the month of March does not in¬ 
crease the original estimated service of the buildings, but it may repre¬ 
sent a relatively heavy expense charge against the operations of 
March. If an allowance for maintenance and repairs has been set up 
by a fixed charge to monthly operations, the expenditure for repainting 
buildings can be charged against this allowance. Charges of this kind 
are thus equalized among the fiscal periods, and an uni easonably large 
charge against the income of a single period is avoided. If the business 
has numerous fixed assets of vaiying ages in service, however, it is not 
likely that the total monthly maintenance charges will vary to any 
great extent. Experience will indicate whether the establishment of an 
allowance for maintenance and repaii’s is warranted in spreading such 
charges over the accounting periods more evenlj. 


PLANT AND Properties may be retired by trade, sale, or 

R^fl^ENTS scrapping. Upon retirement of an asset, 

depreciation on the item should be recognized 
from the beginning of the current period to the date of retirement. 
Entries upon the disposition of an asset by trade were discussed pre¬ 
viously. Upon .sale or scrapping of a property item, Cash is debited for 
any cash proceeds, both the asset and the related depreciation allow¬ 
ance balances are closed, and any gain or loss arising from the asset 
disposition is recorded as an extraordinary item or as a charge or a 
credit to Earned Surplus. 


To illustrate the foregoing, assume that at the beginning of Septem¬ 
ber, 1953, the McCoy Corporation sells for $750 certain machinery that 
it no longer needs. The asset was originally acquired in the middle of 
1945 for $5,000; depreciation was recorded on the asset at 10% per 
year. The entries to record the depreciation for 1953 and the sale of 
the property item follow: 


Depreciation of Machinery. 333.33 

Allowance for Depreciation of Machinery. 333.33 


To record depreciation for eight months in 1953: 
$5,000 X10 %X 8/1^ or $333.33. 
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Cash. 750.00 

Allowance for Depreciation of Machinery. 4,083.33 

Loss on Sale of Machinery. 166.67 

Machinery. 5,000.00 

To record sale of machinery: 

Proceeds from sale. $750.00 

Book value of asset: 

Cost . $5,000.00 

Depreciation to date of sale: 

July 1945-Dec. 31, 1952 


(10% for 7}^ years).... $3,750.00 
,Jan. 1, 1953-Sept. 1, 19.53 

a0% for year). .333.33 4,083.33 916.67 

Loss on Rale. $166.67 


The entries above could be combined into a single entry as follows: 


Cash. 750.00 

Depreciation of Machinery. 333.33 

Allowance for Depreciation of Machinery. 3,750.00 

Loss on Sale of Machinery . 166.67 

Machinery. 5,000.00 


When a fully depreciated a.sset is retired with no salvage value, the 
depreciation allowance is simply offset against the asset account. 

SPECIAL PROBLEMS Special accounting problems arise in the 

acquisition of certain plant and equipment 
items. Attention is dii-ected in the sections 
that follow to specific assets and the .special problems relating thereto. 

LAND The cost of land includes the negotiated price 

at which it is acquired increased by brokers’ 
commissions, legal fees, title and escrow fees, surveying costs, etc. Any 
tax or interest accruals assumed by the buyer are additions to cost. 

Costs of clearing, gi’ading, or otherwise improving the land after its 
acquisition should be treated as increases in the cost of land. When a 
site secured for a new plant is already occupied by a building that must 
be torn down, the cost of dismantling and removing the old structure, 
less any recovery from salvage, is a proper addition to land cost. If 
salvage exceeds the cost of razing buildings, such excess may be con¬ 
sidered a reduction in land cost. Special assessments for certain local 
area improvements, such as streets, lighting, and sewage systems, may 
be regarded as costs augmenting the value of the land and thus charge¬ 
able to this asset. When expenditures are incurred for land improve¬ 
ments and these are regarded as having a limited life and requiring 
ultimate replacement, as, for example, sidewalks, fencing, and water 
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and sewage systems, such items may be summarized in an account 
entitled Land Improvements and may be depreciated over their 
estimated useful life. The estimated useful life of certain land improve¬ 
ments may be limited to the life of the buildings on the property; other 
improvements may have an independent life. 

Land qualifies for presentation in the plant and equipment asset 
category only when it is being used in the normal activities of the bu.si- 
ness. Land hold for future use, for example, should be reported under 
the investments heading; land held for current resale should be re¬ 
ported as a current asset. Parcels of land not used in normal operations 
should be distinguished from the land that is so used by appropriately 
descriptive account titles. 

When land is acquired and held for future use or as a speculative 
venture for purposes of resale, a special problem arises as to the treat¬ 
ment of carrying charges on such property. Should taxes, for example, 
be charged to periodic revenue or should such expenditures be added 
to the cost of the land? There is some support for adding such costs 
to land cost. The buyer is aware of the fact that costs will be involved 
in holding the land before it is applied to the speufic purpo.se for which 
it is acquired. The purchase is made with the expectation that the 
investment will yield benefits exceeding the original cost plus the carry¬ 
ing costs that may he involved. When carrying costs are capitalized, 
the full cost of the investment can be a.ssigned to the purpose for which 
it is ultimately applied. To illustrate, assume that a company acquired 
land for expansion purposes in 15)4.5, although such expansion is not 
expected to take place until 19,55. Land cost is $40,000; taxes and other 
carrying charges are estimated at $20,000 for the ten-year period. 
Under these cii'cumstances, the company has actually made a decision to 
invest $60,000 in land instead of delaying action until some later date 
when efforts towards expansion might find circumstances less favorable. 
Or assume that land is acquired as a speculative investment in 1945 at 
$40,000 and that it is ultimately sold in 1955 for $75,000, carrying 
charges during the ten-year period having totaled $20,000. Here, too, 
the investment in land mav be regarded as $60,000 and the profit as 
$15,000. In effect, the land represented “goods in process” during the 
holding period; proceeds of $75,000 emerged from an investment 
totaling $60,000. If carrying charges were assigned to the revenue of 
each year, income during the ten-year holding period would have been 
reduced $20,000 and a gain of $35,000 would be reported on the ultimate 
sale of the property. The latter treatment fails to offer a satisfactory 
accounting for profits from normal activities as well as profit realized 
from the investment in land. 
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It should be pointed out that it would be difficult to support the 
capitalization of carrying costs in those instances where market values 
fail to confirm an increasing property value. Under such circumstances 
conservatism would require the treatment of carrying costs as charges 
to periodic revenues. 

In practice, one frequently finds costs of carrying investments in 
land charged to current activities as a conservative measure. For 
income tax purposes, the taxpayer has the option of treating certain 
carrying costs such as taxes on unimproved property as deductible 
items or of adding these costs to the cost of such property and ulti¬ 
mately applying them against the pi’oceeds fi’om the sale of the prop¬ 
erty. When land is income-producing as a result of its use for rental 
purposes, for crops, etc., carrying costs .should not be capitalized but 
should be treated as offsets against income. When land is reported as 
an investment on the balance sheet, it is desirable to provide data in 
parenthetical or note form indicating the cost procedure that is followed 
as well as the current market value of such property. 

BUILDINGS In the acquisition of both land and buildings, 

the cost applicable to the purchase must be 
allocated between the two assets. Allocable cost consists of the pur¬ 
chase price plus those charges incident to the purchase, such as brokers’ 
commissions, legal fees, and title and escrow fees. The cost allocated 
to buildings is increased by rc'conditioning and repair costs incurred in 
readying the buildings for use as well as costs of any building altera¬ 
tions, improvements, and additions. 

When buildings are constructed, their’cost consists of material, 
labor, and overhead identified with consti’uction. Such costs as excava¬ 
tion charges relating to construction, architects’ fees, building permits 
and fees, workmen's compensation and accident insurance, fire in¬ 
surance, and temporary buildings used in connection with construction 
activities, all form a part of the total building cost. Taxes on improved 
property during the period of con.struction are capitalized. Financing 
costs during a period of con.struction are also frequently capitalized as 
a cost of buildings as previously explained. 

It was suggested earlier that when land and buildings are acquired 
and buildings are immediately demolished, the cost of demolishment 
is added to land as a cost of preparing land for its intended use. How¬ 
ever, the cost of demolishing buildings that have been previously 
occupied by the company requires different treatment. This is a cost 
that should be identified with the original life of the buildings. While 
a salvage value serves to reduce the cost arising from the use of an 
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asset and is frequently anticipated in developing the periodic charge 
for use of the asset, a retirement cost serves to increase the cost arising 
from asset use; the latter item is seldom anticipated, however, in de¬ 
veloping periodic charges. When asset retirement costs have not been 
anticipated, they require recognition as an extraordinary item by a 
charge to a nominal account or to Earned Surplus. 

Expenditures for the purchase and the installation of equipment 
items relating to buildings, such as boilers, lighting fixtures, and elevator 
systems, are separately recorded as Building Equipment or Building 
Improvements. Certain equipment items may be affixed as a perma¬ 
nent part of buildings; other items may be removable. Building equip¬ 
ment items are depreciated over the life of the buildings, except for 
those units that have a shorter life and will i-equire replacement. Since 
building equipment items may have varying lives, detailed records 
must be maintained in support of the balance reported in a buildings 
equipment account. 

MACHINERY AND Machinery and equipment is charged for all 

EQUIPMENT expenditures identified with the acquisition 

and the preparation for use of plant machines and equipment items. 
Machinery and equipment cost includes the purchase price, ta.xes and 
duties on purchase, freight and drayage charges, insurance charges 
while in transit, installation charges, and expenditures relating to 
testing and final preparation of the assets for use. 

TOOLS Two classes of tools are employed in manu¬ 

facturing activities: (1) machine tools repre¬ 
senting detachable parts of a machine, such as dies, drills, and punches; 
and (2) hand tools such as hammers, wrenches, and screwdrivers. Both 
classes of tools are normally of small individual cost and relatively 
short-lived as a result of wear, breakage, and loss. Such factors gener¬ 
ally suggest that these items be merged and accounted for as a single 
asset. In view of the impracticability or the impossibility of recognizing 
depreciation of tools on an individual unit basis, the following methods 
of accounting for this asset are found in practice: 

(1) The tools account is charged for all acquisitions and is reduced at the 
end of the period to a balance representing the appraised value of the 
tools inventory on hand. 

(2) The tools account is charged for all acquisitions and is reduced at the 
end of the period for the full cost of tools lost or retired during the 
period. 

(3) The tools account is charged for the original supply; Tools Expense 
is charged for all replacements; and there is no charge for tools de¬ 
preciation or for tools lost or destroyed. 
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PATTERNS AND DIES The cost of patterns and dies is (1) their 

purchase cost or (2) the cost of labor, ma¬ 
terial, and overhead involved in their development. When patterns 
and dies are used in normal productive activities, their cost is reported 
as an asset and this asset is depreciated over its useful life. When such 
items are limited to use in the production of a special job order, their 
cost is not added to the asset balance but is recognized as a part of the 
cost of the special order. 


FURNITURE AND In recording furniture and fixture acquisi- 

FIXTURES tions, a di.stinction needs to be made between 

those items to be used in sales activities and those to be used for general 
and administrative purposes. When acquisitions are thus classified, 
depreciation of furniture and fixtures can be accurately assigned to 
selling expense and to general and administrative expense. Sales 
furniture and fixtures include such items as shelving, showcases, window 
fixtures, and counters. General and administrative items consist of 
desks and chairs, safes, typewriters, calculators, etc. Furniture and 
fixtures are recorded at cost, which includes the purchase price, taxes, 
and freight charges. 


MOTOR VEHICLES In recording the acquisition of automobiles 

and trucks, distinction needs to be made 
between those vehicles that are to be used for goods procurement, for 
delivery purposes, for salesmen’s purposes, and for general and ad¬ 
ministrative pui'poses. Depreciation can then be accurately related to 
manufacturing, goods procurement, selling, or general and administra¬ 
tive activities. Automotive equipment is r’ecorded at its purchase 
price, increased by any sales and excise taxes and delivery chai'ges paid. 
When an amount T>aid for equipment inclu(ies charges for such items 
as current license fees, personal property taxes, and insurance, these 
should not be recoixled as asset cost but should be recognized separately 
as expenses relating to the current use of the equi]iment. 


RETURNABLE Goods are frequently sold in containers that 

CONTAINERS returned by customers so that they 

may be reused. Returnable containers consist of such items as steel 
tanks, drums, bairels, bottles, and sacks. Containers are depreciable 
assets used in the business and qualify for inclusion in the plant and 
equipment asset group. 

A number of special problems arise in accounting for returnable 
containers. A carefully designed system of control is necessary. Ordi- 
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narily, charges to customers’ accounts are made or deposits are required 
for containers delivered to customers. Complete records must be main¬ 
tained in terms of charges as well as the number of containers held by 
customers. 

In establishing a system of accounting for returnable containers, the 
special problems that arise in each instance must be taken into con¬ 
sideration. Various systems are encountc’-ed in practice. An example 
of a system whereby containers are charged to the customers’ accounts 


is illustrated below’. Transactions relating to containers. 

as w’ell as the 

entries to record these transactions for the WV'stwood Co., follow': 

''I'vaii suction 

Entry 



Acquisition of 7,500 containers at $1 

Containers 

30,000 


each. 

( ash 


30,000 

Chargths to customers for 20,000 con¬ 

Accounts Receivable 

] 00,000 


tainers sent to them with goods 

Claims on Con- 



sold during the year, billing at $5 

1 tainers Outstanding 

100,000 

p(*r container. 

Credits to customers for 17,000 con- 

1 

t 

Claims on ^''onlamiTs 

-- 

— 

tain<^rs returned during the year 

Outstanding 

85,000 


at $5 per container. 

Accounts I (‘C(*i\- 
al)le 


85,000 

1,000 containers retained by cus¬ 

j Containers I Expense . 

d,000 


tomers: cost $ 1, liilled price — $5. 

1 Containers 


4,000 

1 

1 Claims on Containers 
Outstanding 

5,000 


1 

1 

' Containers Expemso 


5,000 

Container additions and replacements 

Contain(*rs 

10,000 


during the year, 2,500 at $1 each. 

Cash 


10,000 

Container loss, breakage, and depre¬ 

Containers P]xpense 

6,500 


ciation for the period. 

Containers 


6,500 


In the above example the original purchase of containers and sub¬ 
sequent replacements are recorded by debits to the containers account. 
When goods are shipped in the returnable containers, the customers’ 
accounts are charged for the containers and the account Claims on 
Containers Outstanding is credited. This entry is reversed when con¬ 
tainers are returned. "V^en a customer fails to return containers, the 
full amount charged to his account is collectible. Two entries, however, 
are required: (1) Containers Expense is debited and Containers is 
credited for the cost of the containers kept by the customer; (2) Claims 
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on Containers Outstanding is debited and Containers Expense is 
credited for the amount charged to the customer for containers re¬ 
tained. Container losses, breakage, and depreciation are recorded 
periodically by charges to Containers Expense and credits to Con¬ 
tainers. 

At the end of the fiscal period, the balance in the containers account 
reports containers on hand and in the hands of customers. This balance 
is reported on the balance sheet as an asset. The balance of Claims on 
Containers Outstanding shows the amount to be offset against Accounts 
Receivable as containers are returned, and hence is properly reported 
as a deduction from Accounts Receivable. Containers Expense, which 
shows the net container expense for the period, appears on the income 
statement as a selling expense. 

In the foregoing illustration, the balance in the containers account 
at the end of the period is $29,500. This balance gives effect to additions 
during the period, as well as to deductions resulting from the retention 
of containers by customers, breakage, and de]>reciation reported 
directly in the account. Claims on Containers Outstanding has a credit 
balance of $10,000, which is the amount to be applied to Accounts 
Receivable as containers are returned. The expense for the period is 
$5,500, the difference between container depreciation, breakage, and 
losses, $6,500, and the net gain arising from the excess of container 
charges over costs when containers were retained by customers, $1,000. 

In some instances the seller requires a deposit on the transfer of 
returnable containers. The receipt of such a deposit is i-ecorded by a 
debit to Cash and a credit to an account .entitled Deposits on Con¬ 
tainers. The return of containers by a customer calls for a return of the 
deposit and a reversal of the original entry. The failure by the customer 
to return containers will result in two entries: (1) Containers Expense 
is debited and Containers is credited for the cost of the containers kept 
by the customer; (2) Deposits on Containers is debited and Containers 
Expense is credited for the deposit forfeiture. The balance in the 
account Deposits on Containers shows the deposits recoverable by 
customers and is reported as a current liability. 

PLANT ASSET Since accounting for plant and equipment re- 

RECORDS quires information concerning individual 

units, it is desirable to have detailed records that may be efficiently 
maintained. Such records are variously termed “Unit Plant Records,” 
“Plant Asset Records,” and “Fixed Asset Control.” They usually 
involve the controlling account principle, plant and equipment items 
being summarized in the general ledger and detail being recorded in 
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subsidiary ledger form. Subsidiary ledger records are constructed to 
provide the significant data for each plant and equipment unit. 

Subsidiary records are commonly found in one of two forms: (1) a 
plant and equipment register or (2) a card or sheet file. When a plant 
register is used, sections are usually assigned to the assets of each 
department in order that depreciation charges may be accumulated 
departmentally. One line is provided for each asset, and columns pro¬ 
vide space for significant information regarding the asset. The use of 
cards or separate sheets provides a more flexible record, since the items 
may be arranged in an order other than date of acquisition. One card 
or one sheet is provided for each item, and all information with respect 
to the asset is written or typed thereon or shown by means of punch 
holes. This information usually includes the name of the asset, loca¬ 
tion, name of vendor, insurance carried, amount paid, installation 
cost, freight in, estimated life, depi’eciation rate, periodic depreciation 
recorded to date, maintenance and betterment expenditures, and pro¬ 
ceeds from final disposal. 


QUESTIONS 

!• Distinguish between fixed tangibles and fixod intangibles. 

2. (a) Define asset ''cost.'' (b) How does one arrive at cost when the 
consideration is other than cash? (c) What is asset "book value"? 

3. (a) Distinguish between a capital expenditun‘ and a revenue expendi¬ 
ture. (b) Give five examples of each. 

4. Which of the following it ems would be t reat ed as a revenue expenditure 
and which as a capital expenditure: 

(a) Cost of installing machinery. 

(b) Cost of moving and reinstalling machinery. 

(c) Extensive repairs as a r(‘sult ol tire. 

(d) Cost of grading land. 

(e) Insurance on machinery in transit. 

(f) Bond discount amortization during construction period. 

(g) Cost of major overhaul on macliin(*ry. 

(h) New safety guards on machinery. 

fi) Commission on purchase of real estate. 

(j) Special tax assessment for street improvements. 

5. Indicate the eflFects on the balance sheet and the inc'ome statement in 
the current year and in succeeding years of the following errors: 

(a) The cost of a depreciable asset is incorrectly recorded as a revenue 
expenditure. 

(b) A revenue expenditure is incorrectly recorded as a charge to a depre¬ 
ciable asset. 

6. The controller for the Weston Co. insists that, since discounts re¬ 
ceived on merchandise purchases are treated as income, consistency 
requires that a similar practice be followed for discounts received on plant 
and equipment acquisitions. Evaluate this argument. 
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7. A number of plant and equipment items are acquired for a single lump 
sum. Explain how the purchase price may be allocated to the different 
assets acquired. 

8. The Wallace Co. trades an asset for a similar new one, the trade-in 
value of the old asset being less than its book value, (a) What is the 
disposition of this difference for tax purposes? (b) Would you recommend 
similar treatment in the accounts? Explain. 

9. The Warner Co. acquires land and buildings, issuing its own stock in 
exchange for such properties. How should this acquisition be valued for 
accounting purposes? 

10 . The Whitehaven Co. decides to construct a building for itself and 
plans to use whatever plant facilities it has to facilitate such construction, 
(a) What costs will enter into the cost of construction? (b) What two 
positions can the company take with respect to general overhead allocation 
during the period of construction? Evaluate each position and indicate 
your preference. 

11 . What positions can be taken with respect to interest costs during a 
period of plant construction? Evaluate each position and state your 
preference. 

12. When the Howman Ckjrj^oration finds that the lowest bid it can get on 
the construction of an addition to its plant is $40,000, it proceeds to erect 
the building with its own workmen and (Hiuipment at a cost of $o5,000. 

(a) Howwill the $5,000 saving be treated? (b) Assuming a cost of $45,000, 
how would you suggest that the excess cost be treated? 

13. (a) What entry should be made upon the donation of land by a 
municipality to a cory)()ration, the donation being made unconditionally? 

(b) What entry should be made for the donation if it is contingent upon 
the employnumt of a certain number of j)ersons by the ('orporation for a 
10-year j)eriod? (c) What methods may be used in reporting the donation 
on the balance' sheet? 

14. Distinguish betw(‘en (a) maintenance and repairs, (b) ordinary repairs 
and extraordinary repairs, (c) betterments and additions. 

15. What items are gemTally found in addition to the original purchase 
price in the cost of (a) land, (b) buildings, and (c) machincTy and equip¬ 
ment? 

16. Describe three methods of accounting for perishable tools. 

EXERCISES 

lioyer, Inc. acquires a machine that is priced at $1,800. Payment of 
this amount may be made within 60 days; a IV'o discount is allowed if 
cash is paid at time of purchase. Give the entry to record the acquisition, 
assuming: 

(a) Cash is paid at time of purchase. 

(b) Payment is to be made at the end of GO days. 

(c) A deferred payment plan is agreed upon whereby a down payment of 
$200 is made with 12 payments of $150 to be made at monthly inter¬ 
vals thereafter. 
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2. The Belmont Co. on July 1,1953, acquired plant and equipment items 
at a lump-sum price of $60,000. An appraisal of the assets acquired dis¬ 
closes the following values: 


Land. $15,000 

Buildings . 30,000 

Machinery and Equipment . 35,000 


What cost would you recommend be assigned to each asset? 


3. On November 1, 1953, the Parker Corporation trades machinery 
acquired on January 5, 1950. The machinery had a cost of $12,000 and 
had been depreciated on a 10-year life. The new machinery costs $8,000; 
$5,000 is allowed on the old machinery, the balance being paid in cash. 
What entry is required to record the transaction? What is the value of 
the new machine for income tax purposes? 

4. Marshall Stores acquires a delivery truck, making payment of 


$1,781.46, the payment being analyzed as follows: 

Price of truck .. . $2,208.00 

Charges for extra equipment . 121.00 

State sales tax, 3% of $2,332.00 . 00.96 

Insurance for one year . .... . 88.00 

License and tax for remainder of 1953 . 41.50 


$2,531.46 

Less trade-in allowed on old truck . 750.00 


Cash paid 


$1,781.46 


The old truck cost $1,800 and had a book value of $450 on the date of 
the trade. Give the entry to be made by Marshall Stores to record the 
exchange, assuming each of the following ])rocedures: 

fa) Any difference l)etw('en the book value of the asset traded in and the 
trade-in allowance is to be recognized as an extraordinary gain or loss, 
(b) Any difference between the book value of the asset traded in and the 
trade-in allowance is to be recognized as an adjustment in the basis 
oi the new asset in accordance with income tax requirements. 

5. The Boston Company acquires land for $75,000 to be paid for by 
issuance of 5,000 shares of its common stock, par $10, and cash of $25,000. 
The accountant ascertains that the company’s stock is selling on the 
market at 6^ when the purchase is made. What entry should be made 
upon acquisition of the asset? 

6. The Swisher Co. enters into a contract with the Westlake Construction 
Co. for construction of an office building at a cost of $425,000. Upon com¬ 
pletion of construction, the Westlake Construction Co. agrees to accept 
in full payment of the contract price Swisher Co. 4% bonds with a par 
value of $200,000 and common stock with a par value of $200,000. Swisher 
Co. bonds are selling on the market at this time at 95. How would you 
recommend that the building acquisition be recorded? 
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7. The McCoy Corporation summarizes manufacturing and construction 
activities for 1953 as follows: 

On Product On Plant Wing 
Manufacture Construction 


Materials. $120,000 $16,000 

Direct Labor. 105,000 20,000 


Overhead for 1952 was 80% of the direct labor cost. Overhead in 1953 
related to both product manufacture and construction activities totaled 
$91,500. 

(a) Calculate the cost of the plant addition, assuming that manu¬ 
facturing activities are to be charged with overhead at tlie rate 
experienced in 1952 and that construction activities are to be 
charged with the excess. 

(b) Calculate the cost of the addition if manufacturing and construc¬ 
tion activities are to be charged with overhead at the same rate. 

8. At the beginning of 1953, land valued at $20,000 and buildings valued 
at $50,000 are donated to the Walsh Corp. by a governmental unit. Build¬ 
ings are estimated to have a remaining life of 20 years. 

(a) Assuming that the gift is unconditional, what entries would appear 
on the books of the Walsh Corp. for the gift and for the recognition 
of depreciation in 1953? 

(b) Assuming that the gift is conditional upon employment by the 
Walsh Corp. of 200 persons for a 5-year period, what entries would 
appear on the comi)any's books for the gift and for the recognition 
of depreciation in 1953? 

(c) What entries would be made when title to the gift passes to the 
company at the beginning of 1958? 

9. Following are expenditures f)aid out during erection of a building: 
fees for search of title on land purchased, $350; building permit, $100; 
temporary quarters for construction crews, $1,500; payment to old tenants 
for vacating premises, $2,000; razing of old building, $1,250; excavation 
for basement, $5,000; taxes on land, $2,000; dividends, $5,000; damages 
awarded for injuries sustained in construction, $3,500; interest on first 
mortgage bonds, $3,000; costs of construction $100,000; cost of paving 
parking lot adjoining building, $2,500. How should each of these ex¬ 
penditures be treated in the accounts? 

10. The Eastern Motors Corp. acquired land and old buildings at a cost 
of $40,000. Delinquent taxes of $6,000 were paid, as well as attorney's 
fees of $1,500 for title search, etc., in connection with the purchase of the 
property. Buildings were removed at a cost of $1,500, but $300 was 
realized from the sale of salvaged materials. From January 1 to April 1 
buildings were constructed at a cost of $80,000. Buildings were occupied 
on April 1. Insurance on buildings taken out on January 1 was $2,400 for 
a 3-year period. Real estate taxes for the calendar year were $3,000, based 
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upon assessed valuation of land at $25,000 and of buildings at $50,000. 
Tn addition a special assessment for street improvements of $2,500 was 
paid on July 1. How would land and buildings be carried on the books 
at the end of the year? 

IL On January 2 the Pure Water Company purcnases 2,000 five-gallon 
bottles at 75 cents each. During January customers were charged with 
4,000 bottles at $1. 3,500 bottles were returned tor credit, and deposits 
on 50 bottles were forfeited by customers. There is no charge for deprecia¬ 
tion, but 100 bottles were broken by employees. What entries are required 
to record the foregoing? What balances woukl appear in these accounts: 
Containers, Claims on Containers Outstanding, and Containers Expense? 
How would these balances be reported on the statements? 


PROBLEMS 

15-1. An escrow statement received by A C Harrison Co in connection 
with the purchase of land and buildings on September 15, 1953, shows the 
following: 


Charges, 

Purchase price $18,500.00 

Real estate taxes (paid by vendor and covering tax 
period, September 15,1953 June30,1954) 415.60 

Fire insurance (paid by vendor and covering insurance 
period, September 15, 1953 Jan. 1, 1955) 309.00 

Special assessment for street lighting (paid by vendor 
and covering tax period, September 15, 195 5 June 30, 

1954) 15.20 

Termite inspection fees (I of charge to be absorbed by 
vendee, as agreed) 65.00 


$19,304.80 

Credits: 

Rentals on property (retained by vendor and covering 

rental period, September 15 December 1, 1953) $ 315.00 

Lease prepayment (retained by \endor and representing 

rental for month ol December, 1954) 150.00 

First mortgage note signed by vendee 8,500.00 

Cash deposited by vendee in escrow 10,339.80 

$19,304.80 

Instructions: Give the entry that would be made by the A. C. Harrison 
Co. to summarize the purchase of land and buildings as reported above. 
Assume that cost is apportioned to land and buildings m the ratio of assessed 
values as reported by the property tax bill, which are: land, $3,600; improve¬ 
ments, $5,650. 
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iThe following transactions were completed by the Hancock Corp. 

inijm 

Mjir. 1. Purchased land and buildings. The sum paid on the pur* 

chase was $36,750, which included a charge of $450 repre¬ 
senting property taxes for March 1-June 30 that had been 
prepaid by the vendor. Twenty per cent of the purchase 
price is deemed applicable to land and the balance to build¬ 
ings. 

Mar. 5 30. Previous owners had failed to take care of normal main¬ 
tenance and repairs requirements on the building during the 
last five years, necessitating current reconditioning at a cost 
of $3,800. 

Apr. 1-May 15. Garages in the rear of the buildings were demolished, $300 
being recovered on the lumber salvage. The company itsell 
proceeded to construct a warehouse at a cost of $8,500. This 
cost was almost exactly the same as bids made on the con¬ 
struction by independent contractors. Upon completion of 
construction, city inspectors ordered extensive modifications 
in the buildings as a result of failure on the part of the com¬ 
pany to comply with the building safety code. Such modifi¬ 
cations that could have been avoided cost an additional 
$1,800. 

Nov. 5-20. A fire of unknown origin destroy/ed the building show 
windows and entrance. The amount of the fre loss was 
estimated at $3,600, which included display merchandise of 
$600 and fixtures of $400, and the full amount of the loss was 
recovered from the insurance company. A new entrance and 
windows of modern design were completed at a cost of 
$6,500. 

Dec. 30-31. The business was closed for sales purposes to permit taking 
the year-end inventory. During this period, required re¬ 
decorating and repairs were completed at a cost of $275. 

Jnstruclioti^i: Give journal entries to rectird the preceding transactions. 

(Disregard depreciation.) 

15 - 3 . On December 31, 1953, the Meadows Co. shows the following 

account for machinery that it had produced for its own use during 1953: 

Machinery (Order # 612) 

Cost of dismantling old ma- [ Cash proceeds from sale of old 

chine . 650 , machine 200 

Raw materials used in con- ' Depreciation for 1953, 10^,t of 

struction of new machine 12,000 $35,000 . ... 3,500 

Labor in construction of new 

machine 10,200 

Cost of installation of machine 1,600 

Materials spoiled in machine 

trial runs . 750 

Gain on construction 8,500 

Purchase of machine tools . 1,500 
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An analysis of the detail in the account discloses the following: 

(1) The old machine, which was removed in the installation of the new 
one, had been fully depreciated. 

(2) Cash discounts received on the payments for raw materials used in 
construction totaled $150 and these were reported in the purchases 
discount account. 

f3) The factory overhead account shows a balance of $41,600 for the year 
ended December 81, 1958; this balance exceeds normal overhead on 
regular plant activities by approximately $8,600. 

(4) Profit and Loss was credited for the gain that was recognized on con¬ 
struction, the gain being measured by the difference between costs 
incurred and the price at which the machine could have been acquired 
through purchase. 

(5) Machine tools have an estimated life of 2 years; machinery has an 
estimated life of 10 years. The machinery was used for production 
beginning on September 1, 1958. 

InHfruclions: (1) Set up property and valuation accounts for the ma¬ 
chinery acquisition as they should appear at the end of 195t3. 

(2) (live the journal entries that are necessary in correcting the accounts 
in the ledger as of December 81, 1958, assuming that the accounts are still 
open. 

i^4. James Company was organized on January 1, 1958, but it did 
n(A^d)egin manufacturing activities until buildings were completed on 
August 1, 1958. At th(‘ beginning of 1954, in reviewing the books and 
records preparatory to drawing up statements for 1953, the auditor found 
the following account: 


Land and Bud.dinor 


1958 

Jan. 5 Land and buildings. 108,000 
15 Cost of removing 


old buildings 2,000 

26 (Construction con¬ 
tract . 100,000 

Feb. 20 Legal fees . 6,500 

May 1 Insurance. 1,200 

Aug. 1 General and ad¬ 

ministrative ex- 
I)enses. 15,000 

Sept. 1 Semiannual bond 

interest 2,250 

Nov. 15 County special 

assessment tax.. . . 1,500 

Dec. 31 Asset write-up . . . 25,000 

261,450 


1958 

Dec. 81 Depreciation for 
1958 (2VC. 


6,229 
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An examination of the records discloses the following information 
relating to the land and buildings account: 

(1) On January 5, preparatory to erecting a new building, the corporation 
acquired land, together with an old warehouse, for $58,000 plus 1,000 
shares of the company’s preferred stock. (The company was author¬ 
ized to issue 10,000 shares of preferred stock, par $50, and has received 
subscriptions on the balance of preferred authorized at $42 per share.) 

(2) The old warehouse was razed at a cost of $8,500. Proceeds from 
salvage, however, amounted to $1,500. 

(’8) 4 ^ / f bonds of $100,000 were issued on March 1, and proceeds were 
applied in payment of construction of buildings. Interest during the 
construction period is to i)e capitalized as a part of the buildings cost. 

(4) Legal fees were incurred incident to: (a) organization of the corpora¬ 
tion, $4,000; (b) purchase of land, $1,500; and (c) preparation and 
execution of contracts relating to construction, $1,000, 

(5) Insurance premiums on buildings, $1,200, represent payment for a 
8-year period beginning May 1, 1953. 

(6) (General and administrati\e expenses, January 1 to August 1, included 
ofiicers’ salaries, $10,000; superintendent’s salary, $5,000. Oflicers 
were not connected with construction aside from viewing plans. Th(* 
superintendent sufiervised construction. 

(7) The count> special assessment tax represented a charge for district 
street improvements. 

(8) Company ollicials were ad\ ised by the contractor completing the con¬ 
struction that costs had been underestimated and that, as a conse¬ 
quence, he had lost money on the contract; that a fair charge for the 
proj(*ct would have been $125,000. As a result of this information, 
officials rais(Hl the carrying value of the asset and increased Karned 
Surplus by $25,000. 

(9) Buildings are estimated to have a 50-year life, and 2'! of the })alance 
in the asset account was written off at the end of 1958. 

(1) Prepare any reciuired correcting entries as a result of 
information disclostKl above. (Assume that the books for 1953 have not yet 
been closed.) 

(2) How would Land and Buildings appear on the balance sheet on 
December 31, 1953? 

15-5. The records of the Barnes Manufacturing Co. on December 31, 
1953, show 4,200 containers costing $54,600 owned by the company. 
Claims on Containers Outstanding show^ a credit balance of $21,000; con¬ 
tainers had been billed to customers at $20 each. The following trans¬ 
actions relating to containers were ccmpleted during 1954: 

(a) Purchased 1,000 additional metal containers at $13. 

(b) Billings to customers during the year were $3,450,000, which included 
charges for containers at $20 each amounting to $330,000. 

(c) Cash collections from customers were $2,890,000, which included 
$24,000 for containers retained by customers. Credits were allowed 
for the return of 13,500 containers, 

(d) The cost of container repairs for the year was $6,500; 200 damaged 
containers were scrapped. 
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Instructions: (1) Prepare journal entries to record the above transactions. 
(2) Give the balances to be found in the accounts Containers, Claims on 
Containers Outstanding, and Containers Expense, indicating the statement 
and the statement section in which each account would appear. 


books of the Allis Manufacturing Co. are audited for the first 
tim^>^d the following account is found for machinery during the course 
•xsTthe audit in 1955: 


Machinery 


1953 



I95:i 



Mar. 1 

Machine No. 1 

7,000 i 

Dec. 31 

Depreciation 

. . 2,000 

1 

Machine No. 2 . 

4,500 

1951 


Sept. 26 

Machine No. 3 

12,500 

Mar. 20 

Machine No. 1 

.. . 2,500 

1954 



Nov. 1 

Machine No. 2 

Apr. 21 

Machine No. 4 

4,500 

Dec. 31 

Depreciation . . . 

.. . 3,000 

Nov. 1 

Machine No. 5 

6,000 

' 31 

Balance .... 

. 27,000 



34,500 



34,500 

1955 






Jan. 1 

Balance. 

.. . 27,000 i 





An examination of the books and records reveals the following addi¬ 
tional data concerning macliiner\ : Madiines 1, 2, and 4 were purchased 
for cash. Machines 1 and 2 proved inadequate. Macliin(‘ 1 was sold for 
$2,500. Machine 2 was traded for Machine* 5. The* purchase* jirice* of Ma¬ 
chine 5 was $8,200; cash of $6,000 was jiaiei for Ihe* new machine, an allow¬ 
ance of $2,200 being I'eceived on Machine 2 turned in. All machines have 
an estimated life of 10 years. Depree.iation of maehinery was receirded 
on the basis of arbitrary estimates made by comi)ain cneineeTs. 

1 )isiruciio)is: il) Give the journal emtries that should have ])pen made 
to re*ce)rd properly the above transactions, (Assume that depreciation by th(* 
straight-line method is recorded to the nearest month, and an asset accjuired 
by trade-in is reported at its regular purchase price.) 

(2) Give the journal entries necessary in 1955 to correct the accounts in 
view of the entries actually made in prior .v ears. 

(3) Show in account form the asset and the allowance for dc'preciation 
balances for machinery on the company’s books after the corrections have 
been made. 


15-7. The Story Co. sells its product in returnable containers. Con¬ 
tainers cost $2.50 and are billed to customers at $3. During 1953, the 
first year of the company's operations, the company acquired 5,000 con¬ 
tainers. During the year charges of $24,000 were made to customers' 
accounts for containers. During the year customers' accounts were 
credited for $18,600 as a result of container returns; customers were also 
credited for $1,200, representing payments for containers that were re- 
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tained by customers. It is estimated on December 31 that of the containers 
still charged to customers, approximately 250 will not be returned. Depre¬ 
ciation is to be recognized on containers at 20% for the year. 

Instructions: (1) Prepare journal entries to record the transactions and 
the adjustments indicated above. 

(2) Give the balances that will be found in the accounts Containers, 
Claims on Containers Outstanding, and Containers Expense, indicating the 
statement and the statement section in which each account would appear. 


15-8. The following data were ascertained in reviewing the auto trucks 
account for the Condon Manufacturing Company as of December 31, 
1953: 


Truck No. 1, purchased Jan. 1, 1947, cost . $2,000 

Truck No. 2, purchased July 1, 1947, cost . 1,800 

Truck No. 3, purchased Jan. 1, 1949, cost . 1,200 

Truck No. 4, purchased July 1, 1949, cost . 1,000 

Balance, January 1, 1950. $6,000 


The auto trucks depreciation allowance account had a balan(*e on 
January 1,1950, of $2,440, being depri'ciation on the four trucks from the 
respective dates of purchase based on a S-j'ear life. No charges had been 
made against the allowance prior to January 1, 1950. 

Transactions between January 1, 1950, and December 31, 1953, and 
their record in the ledger were as follows: 

July 1, 1950. Truck No. 1 was sold for $600 cash; the entry debited Cash 
and credited Auto Trucks, $600. 

Jan. 1, 1951. Truck No. 3 was traded for a larger one (No. 5), the agreed 
purchase price of which was $1,600. The Condon Manufacturing 
Company paid the automobile dealer $780 cash on the trans¬ 
action. The entry was a debit to Auto Trucks and a credit to 
Cash, $780. 

July 1, 1952. Truck No. 4 was damaged in a wreck to such an extent that it 
was sold as junk for $50 cash. The Condon Manulacluring 
Company received $300 from the insurance company. The 
entry made by the bookkeeper w^as a debit to Cash, $350, and 
credits to Miscellan(*ous Income, $50, and Auto Trucks, $300. 
July 1, 1952. A new truck (No. 6) was acquired for $1,200 cash and was 
charged at that amount to the auto trucks account. 

Entries for depreciation had been made at the close of each year as 
follows: 1950, $1,200; 1951, $1,076; 1952, $1,076; 1953, $1,246. 

Insiruciions: (1) For each of the four years calculate separately the in¬ 
crease or the decrease in net profits arising from the company’s errors in 
determining or entering depreciation or in recording transactions affecting 
trucks, ignoring income tax regulations covering gain or loss on trade-ins. 

(2) Prove your work by one compound journal entry as of December 31, 
1953, to adjust the auto trucks account so that it will reflect the correct 
balance, assuming that the books have not been closed for 1953. 

(A.I.A. adapted) 








Chapter 116 


Plant and Equipment 
Depreciation and Depletion 

In spite of expenditures for maintenance and 
repairs, the time ultimately comes when all 
plant and equipment items other than laud can no longer make a 
contribution to business activities and must be retii’ed. The costs 
that are identified with such assets must be allocated to those periods 
that benefit from asset use. 

The Committee on Tei'minology of the American Institute of Ac¬ 
countants defines depreciation accounting as follows: 

Depreciation accounting is a system of ac^*ountin^ which aims to 
distribute the cost or other basic value of tanjjible capital assets, less 
sahage (if any), over the estimated useful life of the unit (which may 
be a group of assets) in a systematic and ratio'uil manni'r. It is a 
process of allocation, not of \aluation. Dcprecnuion fm the gear is 
the portion of the total charge undc'r such a system that is allocated to 
the year. Although the allocation may proiierly take into account 
occurnmees during the ^ear, it is not intended to be a measunnnent 
of the effect of all such occurrences.* 

It will be noted that the tenn depreciaiion is used in a specialized 
sense in accounting. It is the proce.ss of co.st alloc-ation in recognition 
of the exhaustion of a.sset life; it is applicable only to those tangible 
assets that are u.sed by the business. Depreciation is not used to imply 
“fall in value’’ as the term is pojmlarly employed. It .should not be 
u.sed to de.signate the charge for consumption of wasting re.sourcos, 
which is refen-ed to as deplcHon, or the allocation of costs arising 
from the use of intangibles or defern'd charges, for which the term 
amortization is employed. Depreciation does not n'fer to a decrea.se in 
co.st assigned to marketable .secui’ities I’esulting b’om market decline 
or to a decrease in cost assigned to inventories as a result of their 
obsolescence, spoilage, or other deterioration. The .suggestion is fre¬ 
quently made that the accountant might w'ell con.sider the use of some 
term such as “property cost allocation’’ in place of “depreciation” to 
avoid any misinterpretation of the nature of the charge implied thereby. 

CAUSES OF Plant and equipment items have a limited 

DEPRECIATION useful life as a result of the operation of 

certain ph ysical and functional factors. The physical factors that 

'Accounting He^eatch Bulletin No. 22, “Report of Committee on Terminology,“ 
May, 1944 (New York: American Institute of Accountants), p. 179. Depreciation 
is also considered in Accounting Research Bulletins Nos. 16 and 20. 
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move a property item towards its ultimate retirement are (1) wear and 
tear, (2) deterioration and decay, and (3) damage or destruction. Everyone 
is familiar with the processes of wear and tear that render an auto¬ 
mobile, a typewriter, a chair, or a book no longer usable. The decay 
and the deterioration in an asset through aging is equally well known; 
all classes of plant and equipment are subject to physical decay in 
time whether used or not. Finally, fire, flood, earthquake, or accident 
arising from careless or improper use will reduce or terminate the life 
of an asset. 

Plant assets are also subject to (1) inadequacy and (2) obsolescence. 
The latter are the functional factors that limit the life of a property 
item. An asset may lose its usefulness when it can no longer carry the 
productive load and requires replacement by another asset that can 
meet altered requirements. While the asset is still usable, its inade¬ 
quacy for the job to be done has served to limit its useful life. A prop¬ 
erty item may lose its usefulness as a result of consumer demand for 
new and different products or services, or as a result of technical 
progress and the availability of other assets that can be more eco¬ 
nomically applied to the fulfillment of business demands. Obsolescence 
is the factor, here, that operates to limit the service life of the property 
item. 

Depreciation accounting is normally viewed as calling for the 
recognition of both physical as well as functional factors that limit 
asset life. Ordinarily physical factors are the more readily apparent 
in predicting the useful life of an as.set. However, when certain func¬ 
tional factors are considered to hasten the retirement of an asset, 
they must receive appropriate recognition in viewing its useful life. 
Both physical and functional factors may operate gradually or may 
emerge in sudden fashion. Recognition of depreciation is usually 
limited to the conditions that operate in gr-adual fashion and that are 
reasonably foreseeable. An accident, for example, may destroy a plant 
item, or a sudden change in demand may make a plant item worthless; 
these are unforeseeable contingencies that call for extraordinary 
charges in the event that they materialize. 

Since the movement of an asset to ultimate exhaustion may be 
canceled in part or retarded through current maintenance and repairs, 
the policy that is to be operative with respect to these matters must 
be considered in appraising the useful life of the asset; low standards 
of maintenance and repair keep these charges at a minimum but call 
for the recognition of a higher-than-normal allocation for depreciation; 
high standards of maintenance and repairs result in higher costs, but 
the depreciation allocation may be reduced to a minimum amount. 
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Depreciation is the cost arising from the impairment of the asset that 
is not restored by current maintenance and repairs. 

It should be emphasized that depreciation must be recognized on 
properties in use whether operations are profitable or not. The charge 
to operations for the use of properties is essential even though a rise in 
property replacement costs may be indicated. Costs have been incurred 
for benefits to be made available through the use of property items; 
these costs must be applied against the revenues to which they contrib¬ 
ute in the measurement of periodic profit or loss. 


FACTORS IN ARRIVING 
AT PERIODIC COST 
ALLOCATION 


Three factors relating to the depreciable 
property item are considered in arriving at 
the periodic charge to be recognized as a 


result of its use. These factors are: 


(1) Asset cost. 

(2) Estimated residual value. 

(3) Estimated useful life. 

Asset Cost. The cost of a property item incl ides all of the expendi¬ 
tures relating to its acquisition and preparation for use. Expenditures 
that are considered to be related to revenues of future periods and hence 
are capitalized and form the base for depreciation charges were con¬ 
sidered in Chapter 15. 


Estimated Residual Value. Certain property items may have a 
trade-in or scrap value when they are no longer serviceable; other 
items may be worthless upon their disposal. In some cases the cost 
of dismantling and removing assets may exceed any proceeds from 
salvage. From a theoretical point of view, any estimated residual 
value should be subtracted from cost in arriving at the depreciable 
cost of the asset; on the other hand, any removal co.sts in excess of 
ultimate salvage would properly be considered an addition to asset 
cost in arriving at the depreciable cost. One frequently finds in practice 
that both residual values and removal costs are ignored in the develop¬ 
ment of the depreciation charge. Disregard of these items is not objec¬ 
tionable when they are relatively small and not subject to precise 
measurement and when it is doubtful whether any accuracy will be 
gained through the refinement of the depreciation estimate. 

Estimated Useful Life. The life of a property item may be expressed 
in terms of either an estimated time factor or an estimated use or out¬ 
put factor. The time factor may be a period of months or years; the 
use factor may be a number of hours of use or a number of units of 
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output. The cost of the property item flows into production in accord¬ 
ance with the lapse of time or in accordance with measured use. The 
rate of cost flow may be modified by other factors, but basically depre¬ 
ciation must be measured on a time basis or a use basis. 

RECORDING It would be possible to charge expense and 

DEPRECIATION credit the property item for periodic depre¬ 

ciation. Such practice w'ould be consistent with that normally em¬ 
ployed in the recognition of periodic chai’ges for intangibles and 
deferred charges. It is customary in the case of depreciable assets, 
how'ever, to report the reduction in the asset in a separate valuation 
account. This account is frequently titled Reserve for Depreciation, 
although, as indicated in an earlier chapter, it might more appropriately 
be designated Allowance for Depreciation, Accrued Depreciation, or 
Depreciation Allocated to Past Operations. The reserve title has 
suggested to some .statement readers the exi.stence of a fund available 
for asset replacement; such an implication is not found in the other 
titles indicated. When cost allocation is reported in a separate valua¬ 
tion account, original cost as w'ell as that part of the cost already 
assigned to activities may be i-eported on the balance sheet; the reader 
of the statement is informed concerning original cost as well as the 
estimated degret* of utilization still recoverable fi’om such properties. 
Such pT'actice, too, serves to emphasize the estimated character of the 
allocation process. 

A sepai'ate valuation account is maintained for each as.set or class 
of assets that I'equires the use of a sepaiate depreciation rate. When 
subsidiary ledger suppoit is maintained foi' plant and equipment, such 
records normally provide for the accumulation of depreciation alloca¬ 
tions on the individual assets. Separate charges relating to individual 
pr'operty items in the subsidiary plant ledger form the support for the 
balance reported in the general ledger account Plant and Equipment; 
separate credits repre.senting individual pi’operty item cost allocations 
in the subsidiary plant ledger form the support foi’ the balance reported 
in the general ledger account Allow’ance for Depreciation of Plant and 
Equipment. The periodic recognition of depreciation for the individual 
property items in the subsidiary records is accompanied by a charge to 
the depreciation account and a credit to the allowance for depreciation 
account in the general ledger. When plant and equipment items serve 
manufacturing, selling, and general functions, subsidiary records 
facilitate the assignment of depreciation to the various functions. 
Disposal of an asset calls for the cancellation of both asset cost and 
the accumulated depreciation balances. 
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When a certain plant item consists of several major units or struc¬ 
tural elements with varying lives, separate recording of such different 
units and the recognition of depreciation in terms of the respective 
lives of such different units is appropriate. Retirement of shorter- 
lived units and their replacement by new units requires the cancellation 
of cost and allowance balances related to the unit disposed of and the 
recognition of the new unit in the accounts. 


METHODS FOR COST There are a number of different methods for 

allocating })lant and equipment costs. As 
previously indicated, methods are based on time or use factors. Ea(“h 
method attempts to arrive at an equitable a.ssignment of costs in view 
of the special conditions assumed. The method that is to be used in 
any specific instance should be selected only after a thorough study of 
the various factors that i-elate to the property item. The methods 
listed below are described in the following pages. 

(1) Straight-line method. 

(2) Service-hours method. 

(3) Productive-output method. 

(4) Reducing-charge methods: 

(a) Fixed percentage applied to diminishing book value, 
fb) Reducing fractions applied to cost. 

(c) Arbitrary diminishing rates applied to cost. 

Two other methods, the (in)mili) method and the linking fund 
method, call for the application of compound interest calculations that 
are beyond the scope of the pre.sent discussion. These methods are 
rarely (mcountered in practice. 

The examples that follow assume the acquisition of a machine at a 
cost of $10,000 with an estimated residual value at the end of its useful 
life of $2,500. The following symbols are employed in the formulas 
for the development of depreciation I’ates: 

r = Asset cost. 

S — Estimated scrap or other residual value ujion termination of esti¬ 
mated life. 

n = Estimated life in years, hours of output, or units of output. 

r = Depreciation per year, per hour of output, or per unit of output. 


STRAIGHT-LINE The straight-line method of depreciation calls 

METHOD j-Q,. recognition of equal periodic charges 

over the life of the asset. The depreciation charge is not affected by 
a.sset age, performance efficiency, or degree of use. In developing the 
periodic charge, an estimate is required of the useful life of the asset 
in terms of months or years. The difference between cost and any 
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estimated scrap, trade-in, or other residual value is divided by such 
estimated life in arriving at the equal amount of cost to be assigned to 
each time unit. 

Using data for the asset named earlier and assuming a 5-year life, 
annual depreciation is calculated as follows: 


C - S $10,000 - $2,500 

-= r, or--- 


$1,500 per year 


Ordinarily depreciation is expressed as a percentage to be applied 
periodically to asset cost. Depreciation expressed as a percentage for 
the facts above would be developed as follows: 



= 15% 


Fifteen per cent applied to cost annually will give a depreciation 
charge of $1,500. A table to summarize the process of cost allocation 
for the preceding example follows: 


Assi:T Cost Ali.ocation - Stbaigtit-Line Method 




Credit to 

Balance of 




Allowance 

Allowance 

Asset 

End of 

Debit to 

FOR 

FOR 

Book 

Year 

Depreciation 

Depreciation 

Depreciation 

Value 

$10,000 

1 

$1,500 

$1,500 

$1,500 

8,500 

2 

1,500 

1,500 

3,000 

7,000 

3 

1,500 

1,500 

4,500 

5,500 

4 

1,500 

1,500 

6,000 

4,000 

5 

1,500 

1,500 

7,500 

2,500 


$7,500 $7,500 


A significant change in the conditions of asset use may justify a 
change in the depreciation rate. For example, assume that estimates 
in the preceding example were based on use of the machine at the rate 
of 8 hours a day; after 2 years, a change in operations takes place and 
the machine is used for two 8-hour shifts daily. It is assumed that 
increased production will reduce the life of the asset by 1 year. Here 
accelerated depreciation should be recognized. Periodic depreciation 
for the remaining life of the asset would be computed as follows: 


Asset cost .• $10,000 

Deduct; 

Residual value. $2,500 

Depreciation recognized to date: 2-years @ $1,500 

($7,500^5). 3,000 5,500 

Depreciable cost for remaining life of asset. $ 4,500 
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Annual depreciation over remaining life of asset 

($4,500-r-2). $ 2,250 

Straight-line depreciation is the method most widely used. It has 
the advantage of simplicity and under normal plant conditions offers a 
satisfactory means of cost allocation. By normal plant conditions is 
meant (1) a supply of properties accumulated over a period of years so 
that the total of depreciation plus maintenance is comparatively even, 
and (2) approximately equal output from year to year so that the 
depreciation related to each unit produced does not fluctuate mate¬ 
rially. The absence of either of these conditions may suggest the use 
of one of the other methods. 

In recording straight-line depreciation, it is ordinarily desira.ble to 
take an arbitrary position with respect to assets acquired and disposed 
of during the year. Since depreciation is at best an estimate, it is 
scarcely advisable to calculate it on so short a period as a day or a 
week. For purposes of this chapter, depreciation is recognized to the 
nearest month: no depreciation charge is made for use of an asset 
for less than one half of a month; more than une half of a month is 
charged as a full month. For example, if an asset is ac(|uired on March 
10, depreciation is reported for the full month of Mai’ch. No charge is 
made for depreciation for March on an as.set disposed of on March 10. 
In practice, depreciation to the nearest quarter, half year, or even full 
year may be appropriate when amounts involved are relatively small. 


SERVICE-HOURS The service-hours method is based on the 

METHOD theory that purchase of an asset is purchase 

of a number of hours of direct jjerformance or service and that charges 
should be made for depreciation in recognition of such service hours. 
Instead of being estimated in terms of years or months, the life of the 
plant item is estimated in terms of available service hours. Depreciable 
cost is divided by service hours in arriving at the depreciation rate to 
be assigned for each hour of asset use. The use of the asset during the 
period is measured, and the number of hours of direct performance or 
service is multiplied by the depreciation rate in arriving at the deprecia¬ 
tion charge. Depreciation charges fluctuate periodically according to 
the degree of contribution that the asset makes in service hours. 

Using asset data previously given and an estimated service life of 
60,000 hours, the rate to be applied for each servifce hour is calculated 
as follows: 


C - S _ $10,000 - $2,500 

n - r, or gQ 


$.125 per hour 
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Allocation of asset cost in terms of service hours is summarized in 
the table below: 


Asset Cost Aleocation Sekvice-Hours Method 






Credit to 

Balance 






Allow¬ 

OF Allow¬ 


5nd 




ance FOR 

ance for 

Asset 

OF 

Service 

Debit to 


Depre¬ 

Depre¬ 

Book 

^EAR 

Hours 

Depreciation 

ciation 

ciation 

Value 







$10,000 

1 

10,000 

(1(),000X$.125) 

$1,250 

$1,250 

$1,250 

8,750 

2 

15,000 

(15,000X$.125) 

1,875 

1,875 

•3,125 

6,875 

3 

20,000 

(20,000 X $.125) 

2,500 

2,500 

5,625 

4,375 

4 

10,000 

(10,000X$.125) 

1,250 

1,250 

6,875 

3,125 

5 

5,000 

( .5,000X$.125) 

025 

625 

7,500 

2,500 


60,000 $7,500 $7,500 


It is assumed above that the original estimate of service is confirmed 
in use, and that the asset is retired after 60,000 hours which is reached 
in the fifth year. 

It should be ob.served that straight-line depreciation resulted in an 
annual charge of $1,500 regardless of fluctuations in productive activity. 
When assets are considered to wear out as a result of dii’ect 7)eiformance 
or use and when there are significant fluctuations in such use in suc¬ 
cessive periods, the .service-hours method, which recognizes “used” 
hours instead of “owned” hours normally provides the more eciuitable 
charge to operations. 

PRODUCTIVE-OUTPUT The productive-output method is ba.sed on 
METHOD theory that an asset is acquired for pro¬ 

duction and that charges should be made for depreciation in recogni¬ 
tion of the unit output. This method requires an estimate of the total 
productive output of the property item. Depreciable cost divided by 
the estimated output gives the equal depreciation charge to be assigned 
for each unit of output. The measured production for a peiiod multi¬ 
plied by the depreciation charge per unit gives the charge to be made 
for depreciation. Depreciation charges fluctuate periodically according 
to the degree of contribution that the asset makes to production output. 

Using the previous asset data and an estimated productive life of 
800,000 units, the rate to be applied for each unit produced is calculated 
as follows: 

^ ^ = r, or ~ $.009375 per unit (or $9,375 per thousand) 



Ch. 16] PLANT AND EQUIPMENT — DEPRECIATION AND DEPLETION 


449 


Cost allocation in terms of units produced is summarized in the 
tabulation below: 

Asset Cost A iiLocATioN Productive-Output Method 

Credit to Balance 


End 

OF 

Year 

Unit 

Output 

Debit to 
Depreciation 

Allow¬ 
ance FOR 
Depre¬ 
ciation 

OF Allow ¬ 
ance for 
Depre¬ 
ciation 

Asset 

Book 

Value 






$10,000.00 

1 

100,000 

(100X$9.375) $ 937.50 

$ 937.50 

$ 937.50 

9,062.50 

2 

200,000 (200X.$9.;i75) 1,875.00 

1,875.00 

2,812.50 

7,187.50 

3 

350,000 

(350 X $9.37.5) 3,281.35 

3,281.25 

6,093.75 

3,906.25 

4 

100,000 (100X.$9,375) 937.50 

937.50 

7,031.25 

2,968.75 

5 

50,000 

( 50X$9,375) 408.75 

408.75 

7,500.00 

2,500.00 


800,000 

$7,500.00 

$7,500.00 




It should be observed that it is frequently difficult to estimate 
asset performance in terms of either service hour^ or productive output. 
Furthermore, measurement solely in terms of use fails to recognize 
special conditions that may be opei-ative, such as increasing mainten¬ 
ance and repair costs, as well as possible inadequacy and obsolescence 
factors. 

Neither the service-hours method nor the productive-output method 
requires a revision in the depreciation rate with a change in the condi¬ 
tions of use as in the case of straight-line depreciation. A change to 
multishift operations, for example, results in an automatic acceleration 
of depi’eciation charges. 


REDUCING-CHARGE Reducing-charge methods provide for highest 
METHODS depreciation charges during the earliest years 

of asset use and steadily declining depreciation charges in later years. 
Such plans are based on the theory that the sum of depreciation and 
maintenance costs involved in the use of a property item should be 
relatively even from year to year. Over the life of the asset, therefore, 
depreciation charges should go dowm as maintenance costs rise. Three 
methods that provide for reducing charges for depreciation over the 
life of the asset are described here: (1) fixed percentage applied to 
diminishing book value, (2) reducing fractions applied to cost, and 
(3) arbitrary diminishing rates applied to cost. 
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Fixed Percentage Applied to Diminishing Book Value. Decreasing 
depreciation charges are provided by applying a fixed percentage to 
the diminishing asset book value. The percentage to be applied to the 
diminishing book value that will produce the estimated residual value 
at the end of the useful life of the asset is calculated by the following 
formula; 

1 - Vs -T- C = r 

Using the previous asset data and assuming a 5-year asset life, the 
depreciation rate is calculated as follows: 

1 - V 2,500 ^ 10,000 = 1 - VT25-= 1- .757858 = .242142, or 24.2142% 

Dividing the estimated residual value by cost in the formula above 
gives .25, the percentage that the residual value at the end of 5 years 
should beai' to the principal amount. The fifth root of this percentage 
is calculated at .757858. Multiplying a principal amount and successive 
diminishing amounts by .757858 five times will reduce such principal 
to .25 of its original balance. The difference between 1 and .757858, or 
.242142, then, is the rate of decrease to be applied to a principal value 
and successive diminishing values in bringing such principal to .25 of 
its original balance. A residual value is requii’ed in the use of the above 
formula. In the absence of an expected residual value, a nominal 
amount of $1 can be employed for purposes of the formula. 

Depreciation calculated by application of the 24.2142% rate to 
diminishing book value is summarized in the table below: 

Asset Cost Allocation Fixed PhtucENTAGE Applied to 
Diminishing Hook Value 


End 

OF 

Year 

Debit to Depreciation 

Credit to 
Allow- 
AN(^E for 
Depre¬ 
ciation 

Balance 
OF Allow¬ 
ance FOR 
Depre¬ 
ciation 

Asset 

Book 

Value 

1 

(24.2142', of $10,000.00) 

$2,421.42 

$2,421.42 

$2,421.42 

$10,000.00 

7,578.58 

2 

(24.2142', of$ 7,578.58) 

1,835.09 

1,835.09 

4,256.51 

5,743.49 

3 

(24.2142', of$ 5,743.49) 

1,390.74 

1,390.74 

5,647.25 

4,352.75 

4 

(24.2142% of $ 4,352.75) 

1,053.98 

1,053.98 

6,701.23 

3,298.77 

2,500.00 

5 

(24.2142'% of $ 3,298.77) 

798.77 

798.77 

7,500.00 


$7,500.00 $7,500.00 


Instead of developing a rate that is refined to produce a residual 
value of exactly $2,500, it will usually prove more convenient to ap- 
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proximate a rate that will provide a satisfactory plan for cost alloca¬ 
tion; since depreciation involves estimates, there is little assurance 
that rate refinement will produce more accurate results. In the previous 
example, for instance, a depreciation rate of 25''( provides a more 
convenient basis for depreciation than the use of 24.2142'’';: differences 
resulting from the use of the are not material. Application of the 
25% rate is summarized below: 






Credit to 

Balance of 


End 




Allowan(’e 

Allowance 

Asset 

OF 




FOR De- 

FOR De- 

Book 

Year 

Debit to Depreciation 

PRECI4TION 

PREI^IATION 

Value 







$10,000.00 

1 

(25'; 

of $10,000.00) 

$2,500.00 

$2,500.00 

$2,500.00 

7,500.00 

9 

(25 

of$ 7,500.00) 

1,875.00 

1,875.00 

4,375.(H) 

5,625.00 

3 

i25';; 

of $ 5,625.00; 

1,406.25 

1,406.25 

5.781.25 

4,218.75 

4 

(256; 

of $ 4,218.75 

1,054.69 

1,054.69 

6,835.94 

3,164.06 

5 

(25(; 

of $ 3,164.06 

791.02 

791.02 

7,626.96 

2,373.04 


$7,026.96 $7,626.96 


Reducing Fractious Applied to Cost. The i-educing-fruction approach 
provides for the application of a soi'ie.s of fraction.s, each of a smaller 
value, to original asset cost over the lifetime of the asset. Fractions 
may be developed in terms of the sum of the a.sset life pei-iods. This 
method is referred to as the sum of life digits method. A.ssuming the 
asset previou-sly described and an estimated 5-year life, periodic charges 
are developed as follows by the sum of life digits method: 

Reducino Weights Reducing Fractions 


First Year 5 5/1.6 

Second Year 4 4/15 

Third Year 3 3/15 

Fourth Year 2 2/15 

Fifth Year 1 1/15 

15 15/15 


Weights for purposes of developing reducing-fractions are the 
years' digits listed in inverse order. The fraction denominator is ob¬ 
tained by adding these weights; the numerator is the weight assigned 
to the specific year. Depreciation calculated by application of the 
reducing fractions above to depreciable cost is summarized in the table 
that follows: 
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Asset Cost Allocation — Sum of Life Digits 





Credit to 

Balance op 


End 



Allowance 

Allowance 

Asset 

OF 

Debit to 

FOR De¬ 

FOR De¬ 

Book 

Year 

Depreciation 

preciation 

preciation 

Value 






$10,000 

1 

(5/15X$7,500) 

$2,500 

$2,500 

$2,500 

7,500 

2 

(4/15X$7,500) 

2,000 

2,000 

4,500 

5,500 

3 

(3/15X$7,500) 

1,500 

1,500 

6,000 

4,000 

4 

(2/15X$7,500) 

1,000 

1,000 

7,000 

3,000 

5 

(1/15X$7,500) 

500 

500 

7,500 

2,500 



$7,500 

$7,500 




If it is felt that the sum of the years’ digits calculation results in 
excessive variations between early and late years, smaller variations 
may be achieved by raising the weight assigned to the last year and 
adjusting the remaining weights correspondingly. For example, allow¬ 
ing a weight of 10 for the fifth year and raising successive weights by 1, 
reducing fractions and periodic charges may be developed as follows: 


Reducing Fractions 



Reducing 

Applied to 

Periodic 


Weights 

DKPRKCIABI.E Cost 

Depreciation 

First Year 

14 

14/60X $7,500 

$1,750 

Second Year 

13 

1:5/60 X $7,500 

1,625 

Third Year 

12 

12/60 X$7,.500 

1,500 

Fourth Year 

11 

11/60 X $7,500 

1,375 

Fifth Year 

10 

10/60 X $7,500 

1,250 


60 

60/60 ' 

$7,500 


Arbitrary Dimiimhing Rates Applied in Cost. Arbitrary diminishing 
rates may be developed by analyses of expected performance of the 
asset and the changes in maintenance and repair costs that are anti¬ 
cipated over the life of the asset. Assuming arbitrary diminishing 
rates for a 5-year period of 20^(,, 15%, 15/f„ and 10% on the 

asset previously mentioned, cost allocation may be summarized as 
shown at the top of the opposite page. 

Evaluation of Reducing-Charge Methods. When the use of a property 
item calls for increased maintenance and repair costs periodically, a 
reducing-charge method makes possible an equitable assignment of 
the combined costs of depreciation and maintenance to periodic opera¬ 
tions. For e.xample, assume that maintenance and repair costs on the 
asset previously described are expected to be $500 the first year and 
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Asset Cost Allocation 

— Arbitrary Diminishing Rates 


Applied to Cost 




Credit to Balance of 


End 


Allowance Allow^ance 

Asset 

OP 

Debit to 

FOR DE- 

I'OR De- 

Book 

Yeaj? 

Deprlcution 

PREC’IATION prectation 

Value 





$10,000 

1 

( 20 ^ 7 , of $10,000) $2,000 

$3,000 

$3,000 

8,000 


(15^' of $10,000) 1,500 

1,500 

3,500 

6,500 

3 

(15';^ of $10,000) 1,500 

1,500 

5,000 

5,000 

4 

(15'? of $10,000) 1,500 

1,500 

6,500 

3,500 

5 

(10'? of $10,000) 1,000 

1,000 

7,500 

2,500 


$7,500 

•$7,500 



to rise by approximately $125 ; 

a year thereafter. Use of the reducing- 

chai’ge method illustrated on page 452 is 

compared with the straight- 

line method in the tabulation below: 




Estim \TKI) 

Sum of Depreciation and 



Main- 

Mai ntenance and Repairs 


DEPHi'XlATlON ChATUJE 

TENANI’E 

Str gght- Reducing- 


Straight- Kediutng- 

AND 

Line 

Fraction 

Yeah 

Line FRvirioN 

Repairs 

Depreciation I Ieprectation 

1 

$1,500 $1,750 

$ 500 

$ 3,000 

$ 2,350 

2 

1,500 1,035 

035 

3,135 

3,250 

3 

1,500 1,500 

750 

3,350 

2,350 

4 

1,500 1,375 

875 

3,375 

3,250 

5 

1,500 1,350 

1,000 

3,500 

2,350 


$7,500 $7,500 

$3,750 

$11,350 

$11,350 


The i‘edu(*in^-fraction method above provides equal combined 
charges pei’iodically, while stT*aight-line depreciation results in higher 
combined costs as the asset grows older. The illustration assumes a 
regular increase in maintenance and repairs. Obviously such regularity 
would not be achieved in prartice; hence a reducing-charge method 
will not provide the uniformity i-eported above. However, when it is 
known that maintenan(*e and repairs will show a regular increase in 
successive years, use of a reducing-charge method will tend to equalize 
periodic charges entailed in the use of the asset. 

Two other factors may suggest use of a reducing-charge method 
for asset depreciation: (1) The anticipation that there will be a reduc¬ 
tion of asset efficiency or asset output as the asset becomes older and 
worn offers support for the recognition of decreasing depreciation 
charges. (2) The possibility that inadequacy or obsolescence may 
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result in premature retirement of the asset offers support for a reducing- 
charge method that results in reductions in asset book value more 
nearly in agreement with the decreases taking place in the market, 
sales, or trade-in value of the asset; in the event of premature asset 
retirement, depreciation charges absorb what will otherwise require 
recognition as an extraordinary loss. Reducing-charge methods are 
supported as conservative approaches to the cost allotment problem. 

COMPOSITE In the previous discussion it was assumed 

DEPRECIATION depreciation is calculated on each indivi¬ 

dual plant item. There has been no suggestion of averaging the rates 
and applying a single rate to the total of the plant account or to all 
departmental properties. The application of a single rate is called the 
composite method or hlavket-raie method. 

The composite rate is generally set by estimate or by an analysis of 
the various assets or classes of assets in use. The development of a 
composite rate based upon an analysis of assets used by a department 
is illustrated in the e.xample that follows: 

Estimated 




Residual 

Depuixuable 

Life in 

Annual 

Assets 

Cost 

Value 

Cost 

Y EARS 

Depreciation 

A 


$ 100 

$ 2,100 

4 

$ 600 

B 

(t,00() 

400 

5,000 

5 

1,120 

C 

10,000 

500 

9,500 

10 

950 


$18,500 

$1,000 

$17,500 


$2,670 


Composite depreciation rate applied to cost: $2,6704-.$18,500 —14.4:}'^,. 
Composite life of departniental asset.s: $17,500 H$2,670 = 6.55 years. 

It will be observed that a rate of 1 l.lo ', applied to the cost of the 
assets, $18,500, results in annual depreciation of $2,670. Annual de¬ 
preciation charges of $2,670 reach the total depreciable cost of $17,500 
in 6.55 years; hence 6.55 years may be considered to be the composite 
or average life of the departmental assets. 

After a composite rate has been set, it is ordinarily continued in 
the absence of significant changes in the lives of assets or asset addi¬ 
tions and retirements that have a material effect upon the rate. It is 
assumed in the e.xample above that assets A and B are replaced with 
.similar assets at the end of 4 and 5 years respectively. If the assets are 
not replaced, obviously a continuation of the depreciation rate of 
14.43% will result in overstatements of depreciation charges. Upon 
individual asset retirement, the asset account is closed and that portion 
of the valuation account balance that relates to the asset retired is 
canceled. 



Ch. 16] PLANT AND EQUIPMENT — DEPRECIATION AND DEPLETION 


455 


The composite rate method saves time in obtaining the periodic 
depreciation charge, since only one multiplication of rate times amount 
is necessary in place of individual calculations for each property item. 
However, the averaging procedure is not recommended, since the ac¬ 
curacy that is possible by use of the other methods is not available 
when a single rate is applied to the mass or aggregate. 


RETIREMENT, 
REPLACEMENT, 
APPRAISAL SYSTEMS 

times used in establishin 


The charge to operations for plant and equip¬ 
ment u.se may be made on a basis other than 
cost allocation. Other systems that are some- 
g such charges are mentioned below: 


Retirement Suf^tenm. Asset accounts are charged for all asset acquisi¬ 
tions; at the end of the period, assets are ci-edited for the full cost of 
those assets retired mthin the peiiod and expense is charged for this 
amount. 


Replacement Systemfi. Asset accounts arc' charged for original asset 
acquisitions; charges to expense are rec-ognizeci in the future for ex¬ 
penditures for assets that are reejuired to replace the original supply. 

AppraisaJ Si/fitemft. Asset accounts are charged for all asset acquisi¬ 
tions; assets are ay)praised periodically and the asset balances are re¬ 
duced to the appraisal values, such reduction being recognized as a 
charge to operations. 

Systems such as the foregoing can be considered acceptable only 
when the use of standard depreciation accounting would involve certain 
practical difficulties. The u.se of the above .sy.stoms v as .suggested in the 
previous chapter for the ownership of tools of relatively small co.st and 
large number. These sy.stems would likewise be applicable in such 
instances as accounting for poles and related equipment for an electric 
utility, railroad ties in the case of a railway, dishes and silverware in 
the case of a restaurant, etc. 


DEPRECIATION 
ACCOUNTING AND 
PROPERTY 
REPLACEMENT 


There has been a tendency on the part of 
many readers of financial statements to in¬ 
terpret depreciation accounting as somehow 
related to the accumulation of funds for asset 


replacement. The use of such terms as “provision for depreciation” on 
the income statement and “reserve for depreciation” on the balance 
sheet have contributed to such opinion. 

It has been pointed out that the charge for depreciation originates 
from the recognition of the movement of a property item towards 
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ultimate exhaustion: the nature of this charge is no different from 
those that are made to recognize the expiration of insurance premiums 
or the expiration of patent rights. It is true that revenue equal to or in 
excess of expenses for a period results in a recovery of such expenses: 
salary expense is thus recovered by revenue, as is insurance expense, 
patent amortization, and charges for depreciation. This does not sug¬ 
gest, however, that cash equivalent to the recorded depreciation will 
be available to meet the cost of propeily item replacement. Revenue 
resources may be applied to many uses: to the increase in cash, inven¬ 
tories, or other working capital items: to the acquisition of plant or 
other noncurrent items: or to the retirement of debt. The fitalemeyii of 
application of fvrids, which is described in a later chapter, traces the 
employment of resources made available by opei’ations reflected on the 
income statement. If a cash fund is to be available for the replacement 
of property items, this would call for special action - the transfer of 
cash to the particular fund. Depreciation accounting should not be 
regarded as serving such a function. 

DEPLETION Natural resources, also called jrasting nsaefs, 

move towards exhaustion as the physical 
units that comprise such resources are removed and sold. The with¬ 
drawal of oil or gas, the cutting of timber, and the mining of coal, 
sulphur, iron, copper, or silver ore are examples of proces.ses leading to 
the exhaustion of natural resources. The reduction in the cost or value 
of natural resources as a result of the withdrawal of such resources is 
referred to as depletion. 

Depletion may be distinguished from depreciation in the following 
respects: 

(1) Depletion is recognition of the quantitative exhaustion taking 
place in the case of a natural resource, while depreciation is 
recognition of the service exhaustion taking place in a plant 
and equipment item. 

(2) Depletion involves a distinctive as.set that cannot be directly 
replaced in kind upon its exhaustion: depreciation involves 
assets that are generally replaced upon their exhaustion. 

(3) Depletion is recognition of the direct conversion of a natural 
resource into a commodity that is to be sold: depreciation is an 
allocation of a cost to current revenue for a service function 
except for those instances when assets are used in manufactur¬ 
ing activities and such allocation is a charge related to the 
conversion of raw material into finished goods that is reflected 
ultimately as a cost of the finished product. 
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The measiirement of profit calls for the recognition of depletion. 
If the natural resource is sold directly upon its emergence or with¬ 
drawal, the recognition of depletion is, in effect, the recognition of a 
cost of goods sold; if the natural resource is removed and processed 
and stored before sale, the depletion cost becomes a cost of inventories 
until it emerges as a cost of goods sold. In either case, a matching of 
revenue and the depletion related to the realization of such revenue is 
necessary in the development of periodic net income. 

RECORDING Three factors are considered in arriving at the 

DEPLETION charge to be made for depletion: 

(1) Property cost, including all developmental costs identified 
with preparation of the property for exploitation. 

(2) Estimated residual value of property upon exhaustion of natural 
resources. 

(3) Estimated supply of units that may be profitably removed from 
such property. 

ro.st of the property less the e.stimated residual value gives the total 
amount to be recognized as depletion. This value divided by the 
estimated unit output gives the charge for depletion for each unit 
removed from the property. The charge that is made for depletion for 
the period is the measured number of units removed during the period 
multiplied by the depletion rate per unit. To illustrate such calcula¬ 
tion, assume the following facts; land containing natural resources is 
purchased at a cost of $110,000; the land value after resource exploita¬ 
tion is estimated at $10,000; the natural resource supply is estimated 
at 1,000,000 units. The depletion rate and the depletion charge for the 
first year, assuming the withdrawal of 80,000 units, are calculated as 
follow’s: 

Depletion rate: ($110,000-$10,000)^1,000,000 = $.10 per unit 

Depletion charge for the year: 80,000X$.10 = $8,000 

If developmental costs are involved before exploitation of the re¬ 
source is possible, such costs are added to the original cost of the prop¬ 
erty subject to depletion. Developmental costs of $50,000 would raise 
the depletion rate in the e.tample to 15 cents per unit. 

Assuming a depletion charge for the year of $8,000 as reported 
above, an entry is made as follows: 


Depletion (or Product Account). 8,000 

Allowance for Depletion . . 8,000 


The charge for depletion, increased by labor and overhead relating 
to removal and processing, is recognized in the cost of goods sold 
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section of the income statement. If all of the units represented by the 
depletion charge are sold, depletion, labor, and overhead costs measure 
the cost of goods sold to be applied against revenue in arriving at gross 
profit; if some of the units remain on hand, their cost should be deter¬ 
mined by considering depletion, labor, and overhead elements, and 
this figure should be subtracted from the total cost of making the 
resources available in arriving at cost of goods sold. Depletion, there¬ 
fore, may be compared to raw materials purchases in summarizing 
activities. The allowance for depletion is subtracted from the property 
account on the balance sheet in arriving at the cost of the asset assign¬ 
able to future revenues. 

When certain structures and improvements are constructed in con¬ 
nection with ventures involving the exploitation of natural resources 
and it is believed that the usefulness of such assets will be limited to the 
duration of the project, it is reasonable to assign the costs of these 
assets to revenue in the same manner as that employed for the natural 
resources them.solves. For example, a.ssume in the preceding example 
that buildings are constructed at a cost of $25,000; the useful life of 
the buildings is considei'cd to terminate upon e.xhaustion of the natural 
resource, the buildings thus servicing operations during the removal 
of 1,000,000 units. Under such circumstances, a depreciation charge 
of $.025 ($25,000-e 1,000,000) may be considered to accompany the 
depletion charge of $.10 for every unit removed. When costs provide 
benefits that ai'e expected to terminate prior to the exhaustion of the 
natural resource, such costs may be allocated in terms of a rate based 
upon the units that such costs are estimated to service or on a time 
basis, whichever may be considered more appropriate. 

It should be observed that, for income tax purposes, the taxpayer 
in certain instances is permitted to use the fair market value of a 
natural resource as of the date of its discovery as a basis for depletion 
and in other instances is allowed depletion as a fixed percentage of 
gross income. Depletion for tax purposes, then, may differ from the 
amounts reported in the books on the basis of cost. 


DIVIDENDS REPRESENT- When a company’s stock in trade is its wast- 

WASTWG^ASSETS^^ assets, revenue represents a recovery of 

the cost of such wasting assets charged to 
operations, a recovery of other expenses, and a net profit margin. 
When natural resources are not to be replaced and operations are to 
cease upon exhaustion of the resource, dividends need not be limited 
to net income but may be paid in amounts equal to such net income 
increased by the amount charged against revenue as depletion. To 
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limit dividends to net income would be to retain the amount recovered 
from wasting assets within the business, possibly in unproductive form, 
until such time as the business is liquidated. In the absence of effective 
utilization of revenue proceeds for new properties or other productive 
purposes, such assets should be made avai]a])le to stockholders. 
Amounts received by stockholders, then, are in part a distribution of 
earnings and in part a return of invested capital no longer required by 
the organization. 

To illustrate the nature of the foregoing, assume the following facts 
for the Midas Mines Co. at the beginning of a fiscal period: 

Wasting Assets. .$100,000 Capital Stock.$100,000 

During the course of the fiscal period, natural resources that cost 
$25,000 are sold for $50,000 and operating expenses of $10,000 are 
incurred. At the end of the period, the balance sheet reports the 
following: 

MIDAS MINES CO. 

Balance Sheet 
Diicember 31, 19 - 

Cash . $ 35.000 Liabilities 

Receivables . 10,000 Capital stock 

Wasting assets $100,000 Earned surplus 

Less allowance 

for depletion . 2.5,000 75,000 

Total assets . $120,000 Total liabilities and capital $120,000 

Management, here, does not need to limit dividends to the balance 
of earned surplus, $15,000, but may consider the limitation to be 
$40,000, that is, $15,000 increased by the recovery of the as.set depletion, 
$25,000. Under the circumstances above, since revenue has not been 
fully realized in cash, and since some cash is retjuired for a continua¬ 
tion of operations, dividends of a lesser amount would be in order. 
A dividend of $25,000 would be regarded as representing first a dis¬ 
tribution of earnings of $15,000, the balance a distribution of invested 
capital of $10,000. The return of invested capital is reported as a 
charge to a capital stock offset balance rather than as a charge to 
capital stock. The entry to record the $25,000 distribution may be 
made as follows: 


Earned Surplus . . 15,000 

Capital Distributions to Stockholders. 10,000 

Cash. 25,000 


A balance sheet prepared after the distribution will appear as 
follows: 


$ 5,000 
100,000 
15,000 
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MIDAS MINES CO. 

Balance Sheet 
December 31, 19-- 


Cash. 

Receivables. 

Wasting assets ... 
Less allowance 

$100,000 

$10,000 

10,000 

Liabilities . . .. 
Capital stock 

Less capital dis¬ 
tributions to 

$100,000 

$ 5,000 

for depletion 

25,000 

75,000 

1 stockholders 

1 

10,000 

90,000 

Total assets . ... 


$95,000 

Total liabilities and capital. 

$95,000 


The distribution to stockholders of amounts equal to net income 
increased by'the depletion charge is permitted by state laws; such 
action is sanctioned on the theory that creditors are aware of the shrink¬ 
ing investment requirements that are peculiar to operations involving 
wasting assets not subject to replacement. As already indicated in an 
earlier chapter, when dividends are distributed that are in part liquidat¬ 
ing, stockholders should be informed by the corporation of the portion 
of the dividend that represents (corporate eai*nings and of the portion 
that represents a return of original investment. 


QUESTIONS 

1 . ^‘Depreciation is an optional charge that the manufacturer may or 
may not include in finished goods cost.'' Do you believe this statement to 
be correct? Discuss. 

2. Explain the meaning of depreciation accounting. 

3. “The recognition of depreciation has no (‘ssential relation to the pi-ob- 
lem of replacement." Do you agree? Discuss. 

4. Distinguish between functional depreciation and physical de])recia- 
tion. 

5. Distinguish between inadequacy and obsolescence. 

6. The president of the Hathaway Co. recommends that no depreciation 
be recorded for 1953 since the depreciation rate is 5^ < ])er year and indexes 
show prices during the year to have risen by more than this figure. Evalu¬ 
ate this argument. 

7. The policy of the Burke Co. is to recondition its plant each year so 
that it may be maintained in perfect repair. In view of the extensive 
periodic costs involved in keeping the plant in such condition, officials 
of the company feel that the need for recognizing depreciation is elimi¬ 
nated. Evaluate this argument. 

8. The board of directors of Chambers, Inc. believes that it is proper 
to provide for depreciation when determining profit or loss on operations. 
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Because depreciation does not affect the cash position of the company, 
however, the board believes it can be disregarded in determining the 
amount of profits available for dividends. To what condition might such 
a policy lead? 

9. Describe the calculation of periodic depreciation under each of the 
following methods: 

(a) Straight-line 

(b) Sum of years’ digits. 

(c) Fixed percentage applied to diminishing book value. 

(d) Service-hours. 

(e) Productive-output. 

(f) Arbitrary diminishing rate applied to cost. 

10. Evaluate each method listed in Question 9 above, indicating the 
circumstances under which the method would be particularly appropriate 
and the advantages found in its use. 

11. The Heslip Co. has written down its plant and equipment account 
to $1. It defends this treatment on the grounds that it had adequate 
earned sundus to accomplish the write-down, and such practice is desirable 
in the interest of "'accounting conservatism.'' Comment on this practice. 

12. Phillip Grover, president of the R-X Corp., upon inspecting the ac¬ 
counting statements for the first year of operations objects to the use of 
straight-line depreciation on the grounds that the loss in value of the 
assets the first year is actually greater than that in subsequent years. 
What is your answer? 

13. Would you recommend the use of a reducing-charge method for 
recording depreciation or the use of straight-line depreciation with a 
separate allowance for maintenance wh(‘n maintenance costs are expected 
to increase over the life of the asset? Give your reasons. 

14. When, in your opinion, would the use of a composite depreciation 
rate be appropriate? 

15. (a) Describe the establishment of plant charges to operations under 
(1) the retirement system, (2) the replacement system, and (3) the ap¬ 
praisal system, (b) Do you recommend the use of such procedures? 

16. (a) Define wasting assets, (b) Give five examples of wasting assets. 

17. (a) Define depletion, (b) What distinctions can be made between 
depletion and depreciation? 

18. What special problems are involved in recording depreciation on plant 
and equipment items that are used in connection with the exploitation of 
natural resources? 

19. Justify the practice, followed in the case of a company with wasting 
assets, of adding the charge for depletion to net income in arriving at the 
amount available for dividends. 
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EXERCISES 

1 . The Jones Company has a certain machine costing $50,000 with a 
useful life of 5 years and salvage value of $2,000. The estimated operating 
life of the machine is 20,000 hours. In 1953 total hours amounted to 
3,000; in 1954, 5,000. Compare depreciation charges for both years, using 
the straight-line, productive-hours, and reducing-fraction methods. 

2. Wesley Sales acquires machinery at a cost of $10,000. The estimated 
life of the asset is 5 years, and it is believed that the asset will have to be 
scrapped at the end of this time with a value of approximately $100. 
Prepare a table of depreciation charges for the 5-year period if deprecia¬ 
tion is recorded at a fixed percentap(‘ on the diminishing book value of the 
asset. (The fifth root of .01 = .398.) 

ft The McArthur Manufacturing Co. acquires a machine at a cost of 
$3rg,600 on March 1, 1947. The machine is estimated to have a life of 10 
years except for a special unit that will require replac'ement at the end of 
6 years. The asset is recorded in two accounts, $3,600 being assigned to 
the special unit, the balance of the cost to the main unit. Depreciation 
is recorded by the straight-line method, residual values being disregarded. 
On March 1, 1953, the special unit is scrapped and is replaced with a 
similar unit; the cost of the replacement at this time is $4,800, and it is 
estimated that th(‘ unit will have a residual value of approximately 25^'o 
of cost at the end of the useful life of the main unit. What are the deprecia¬ 
tion charges to be recognized for the years 1947, 1953, and 1954? 

4. The Winter Co. acquired a machine on October 1, 1943, at a cost of 
$10,500. The machine was estimated to have a life of 10 years and a scrap 
value at the end of that time of $500. At the beginning of April, 1945, 
adjustments were made to the machine increasing its operating capacity 
25^/h; the cost of such work was $1,700 The'machine was sold on January 
5, 1953, for cash of $550. ''J'he fiscal iKTiod for the Winter Co. is the 
calendar year, (a) What entries would be made to record depreciation at 
the end of 1943, 1944, and 1945? (b) What entry would be made to record 
the disposal of the machine in 1953? 

5. The Marshall Co. acquires machinery on January 1,1953, at a cost of 
$8,000; the estimated salvage cn the machinery is $250 at the end of a 10- 
year life. The machinery is guaranteed to perform satisfactorily for a 
3-year ])eriod; it is estimated that repairs for the first year following the 
guarantee period will amount to $150 and that repairs will increase by 
approximately $100 i)er year thereafter until the machinery is scrapped. 
Prepare a table, similar to the one illustrated on page 453 of the text, 
reporting periodic dei)reciation charges for the 10-year period, assuming 
depreciation is to be recorded at amounts that will result in the same 
amount for the sum of dej)reciation and repairs over the life of the asset. 

6. The Warner Co. records show the following assets: 

Estimated 

Acquired Cost Residual Value Useful Life 


Machinery 

Equipment 

Fixtures 


7/1/52 

1/1/53 

1/1/53 


$65,000 

25,000 

15.000 


$5,000 

1,000 

3,000 


10 years 
6 years 
4 years 
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What is (a) the composite life of tlie assets and (b) the composite 
depreciation rate on assets? 

7. The Barton Co. obtains a lease for 25 years on a piece of land upon 
which it erects a building at a cost of $25,000 with an estimated life of 
30 years. Buildings belong to the lessor at the end of the lease period. It 
also leases another piece of land for 20 years and erects a factory at a cost 
of $18,000 with an estimated life of 15 years. What is the annual deprecia¬ 
tion charge on each piece of property? 

8. The Grand Island Trucking Company replaces worn dump bodies on 
ten of its trucks with new type l) 0 (lies at a cost of $500 per truck. Bodies 
similar to the old types used would have cost only $300, but it is estimated 
that the additional cost will be justified by larger loading facilities, (a) 
How should the purchase be recorded? (b) How should subsequent dejire- 
(‘iation on the trucks be calculated? 

9. A paving contractor purchases a pavement-breaking outfit, including 
air compressor and hammers, at a cost of $2,400. The outfit has an 
estimated life of 12 years with the (‘xce})tion of the air hammtTs, which 
replace equipment every 2 ^^ears at a cost of $600. What adjusting entries 
should be made at the end of the first year? 

10. Whitehaven Construction Company purchast‘> for $50,000 a property 
with a gravel deposit estimated at 1,000,000 cubic* yards. During the first 
year of operations 50,000 cubic yards of gravel are removed. How is 
depletion recorded at the end of the year? 


PROBLEMS 

16-1. The cost of a machine purchased by Pollard Inc. on March 1, 
1953, is $22,600. It is estimated that the machine will have' a $1,600 trade- 
in value at the end of its service' life. Its life is (‘stimated at 6 years; its 
working hours are estimated at 25,000; its [production is estimated at 
375,000 units. During 1953, the machine was oiierated 5,400 hours and 
produced 78,000 units. 

1 HHtruciionn: Compute the depreciation on the machine for 1953 by: 
H) the straight-line method, (2) the productive-hours method, (3) the out¬ 
put method, (4) the reducing-fraction method, and (5) an annual rate of 
35% applied to the diminishing book value. 

16-2. Majestic Tubing Inc. installs a processing line on November 1, 1953, 
at a cost of $72,000. It is estimated that the machinery will have an 8-year 
life, and that the cost of removing machinery at the end of this time will 
be equal to its scrap value. It is estimated that the machine will process 
200,000,000 units during its useful life. During 1953 and 1954, 2,400,000 
units and 15,000,000 units respectively were produced. 

Instructions: Compute the depreciation on the machinery for the years 
ended December 31, 1953 and 1954, using (1) the straight-line method, 
(2) the output method, and (3) the reducing-fraction method. 
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16-^ A delivery truck was acquired by Ames, Inc. for $3,000 on January 
1953. The truck was estimated to have a 5-year life and a trade-in 
value at the end of that time of $300. Prepare tables reporting periodic 
depreciation over the 5-year period, similar to those illustrated in the text, 
for each assumption below: 

(1) Depreciation is to be calculated by the straight-line method. 

(2) Depreciation is to be calculated by the reducing-fraction (sum of 
years’ digits) method. 

(3) Depreciation is to be calculated by applying a fixed percentage to the 
diminishing book value of the asset. (The fifth root of .10 = .631) 

(4) Repair charges are estimated at $50 lor the first year and are estimated 
to increase by $50 in each succeeding year; depreciation charges are 
to be made on a diminishing scale so that the sum of depreciation and 
estimated repairs is the same over the life of the asset. 


16-4. Information relating to the equipment owned by the Wendell Bros, 
follows. 




Estimated 

Estimated 


Cost 

Scrap Vai.ue 

Life in Years 

Store Equipment 

$15,000 

$ 600 

12 

Office Equipment 

8,900 

500 

6 

Factory Equipment 

42,000 

2,500 

10 

Delivery Equipment 

16,000 

4,000 

4 

InstructLom: Calculate (1) a composite depreciation 

rate and (2) the 

composite life for the equipment owned. 


16-5. Equipment items are acquired by the Wexler Co. 

on March 1,1953, 

as follows: 






Estimated 


Cost Residual Value 

Life in Years 

Equipment Item A 

$16,000 

$5,000 

4 

B 

7,500 

500 

8 

C 

10,000 

1,500 

8 

D 

6,500 

3,000 

4 

E 

3,000 

1,500 

4 


Inslructiom: (1) Calculate a composite depreciation rate for this group 
of equipment items. 

(2) Calculate the average life in years for the group. 

(3) Give the entry to record the depreciation for the year ending De¬ 
cember 31, 1953. 

16-6. The Tempkin Co. uses certain hand tools in manufacturing activi¬ 
ties. On December 31, 1950, there are 400 such tools on hand at a cost ol 
$4.65 each. Acquisitions and retirements in the years 1951-1953 follow. 

Retirements and 

Acquisitio.ns and Cost Retirement Proceeds 


1951 

1952 

1953 


140 (o' $4.80 
165 ^ 4.95 

150 @ 5.00 


115 ^ $.60 
160 .65 

185 .75 
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Retirements may be assumed to be on a first-in, first-out basis. 

1 nstructions: Give all of the entries affecting the tools account for 1951, 
1952, and 1953, assuming that: 

(1) Operations are charged for the cost of tool retirements, less recovery 
on such units. 

(2) Tools on hand at the end of each year are valued at 50% of cost. 

(3) Operations are charged for the cost of periodic acquisitions equal to 
retirements, less recovery on the old units: any tools acquired in excess of 
retirements are reported as an increase in the asset balance; any deficiency 
in the acquisitions over retirements calls for an additional charge to operations 
for the shrinkage in the tools balance on the basis of past costs. 

16-7. In reviewing the books for the Alcord Co. on December 31, 1953, 
the end of their first y(*ar of operations, >ou find that a number of errors 
v^ere made in recording transactions relating to delivery equipment. The 
delivery equipment account shows the following data: 

_ _ DEiavnHY EqrrpMRNT 

1953 1953 

Jan. 2 Purcliase of Trucks //I Mar. 16 Amount recovered on 

& /^2 for cash: insurance policy for 

//I jrl Total damages to Truck/I 225 

- - I>ec. 31 Depr-vCiation for year. 

Contract 25% 3,122 

price 2,600 4,000 6,600 
Sales 

tax 52 80 132 

License 

for 1953 40 55 95 

Mar. 5 Purchase of Truck ^ 3 

for cash: I 

Contract price 3,650 | 

Sales lax 76 | 

I icense for 1953 50 

Mar. 12 (’ost ot repairs to 
Truck //I resulting 
from accident 300 

Nov. 6 Additional payment 

on trade-in of Truck 
,^1 for Truck //4 1,810 


Investigation of the transaction of November 6 discloses the following: 
Contract price. Truck hi ... . . $3,600 

Sales tax . ... . . 72 

License for 1953 . .15 

$3,687 
1,877 


Trade-in allowance - Truck ^ 1 
Balance paid in cash. 


$1,810 
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Depreciation had been recorded at 25% of the balance in the delivery 
equipment account. It is determined that each truck is estimated to have 
a useful life of 4 years and a trade-in value of approximately 30% of total 
cost at the end of its useful life. 

Instructions: Assuming that nominal accounts for 1953 are still open, 
give all of the entries that are required in correcting the accounts as a result 
of the data given above. 

16-8. At the close of each year Fredd and Co. determines the total cost 
of machinery in the assembly department and, without consideration of 
the acquisition date or life of the individual assets, applies a rate of 16“^ I, 
to the total cost in calculating depreciation for the year. At the end of 1953 
it is decided that more satisfactory estimates for depreciation would be 
obtained by use of the straight-line method as a])p]ied to individual 
machines within the department. Data relative to the maclunes in the 
department on this date follow: 





Estimated 

Estimated 

CHINE 

Date Acquired 

Cost 

S(Ti4P Value 

Life in Years 

W 

April 5, 1951 

$22,800 

$1,800 

6 

X 

May 21, 1951 

12,000 

2,400 

4 

Y 

Nov. 28, 1952 

4,500 

300 

8 

Z 

Oct. 5, 1953 

12.500 

1,500 

5 


Instructions: (1) Determine (a) the balance in the depreciation allowance 
account as of January 1, 1953, based upon use of the Hr/ ( depreciation rate, 
and (b) the balance if straight-line dt*preciation had been recorded. (Show 
calculations.) 

(2) Give the journal (‘iitries (a) to adjust the' allowance account so it re¬ 
flects depreciation as calculated on individual items and (b) to record the 
dexireciation for 1953 on the revised bavsis. (Show calculations.) 


ly. The McAllister Defiartmemt Steire mninlains a licet of trucks used 
Wrmail order deliveries. A summary of the' transactions involving delivery 
trucks is as follows: 


Mar. 3, 1953 
Sept. 25, 1953 
Oct. 5, 1954 

Aug. 10, 1955 
Dec. 2, 1955 


Purchased three trucks (Model D, assigneni Nos. 1, 2, and 3) 
for cash. The cost of each truck was $2,200; the estimated 
life, 3 years; the estimated trade-in value at that time, $100. 
Purchased two trucks (Model J, Nos. 4 and 5) for cash. The 
cost of each truck was $2,750; the estimated life, 3 years; 
the estimated trade-in value at that time, $500. 

Truck No. 2, which had not been o])erating satisfactorily, was 
traded in for a new^ and larger truck (Model S, No. 6). The 
cost of the new truck was $2,900; the estimated life, 3 years; 
the estimated trade-in value at that time, $500. An allow¬ 
ance of $650 was received on the old truck; the balance was 
paid in cash. 

Truck No. 5 was destroyed by fire. Cash of $950 was realized 
from the insurance on the truck. 

Trucks Nos. 1 and 3 were traded in on the purchase of three 
new trucks (Model X, Nos. 7, 8, 9). The cost of each truck was 
$3,600; the estimated life, 3 years; the estimated trade-in 
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value at that time, $600. An allowance of $600 was received 
on each old truck and the balance was paid in cash. 

Instructions: (1) Set up a controlling account for Delivery Trucks and an 
account for Allowance for Depreciation of Delivery Trucks. Set up individual 
accounts in a subsidiary le iger lor delivery trucks numbered 1 to 9. The 
latter accounts are to be set up in the following form: 


Descrii’Tion ’1 [ ~ _ No. Assigned 


. rriTi 

Remvrks 


Asset 

— 

Ai.LOW ANf'E 

IJ \ 1 

I'J 

I)Ei?ITS 

Credi I s 

R \L \NC I 

Dlhits 

Credits 

B vu vn(’e 











(2) Record in journal form the foregoing transactions as web as the adjust¬ 
ing entries required to record depreciation for the annual fi'^oal periods on 
December 21 of each year, 1952 to 1955 inclusive. Tost only to accounts 
provided for in part (1). (Depreciation is recorded by the straight-line method 
to the nearest month. Assets acquired by a trade-in are recorded at their 
regular purchase price.) 

(2) F^repare schedules to reconcile the lialance^s m the accounts Delivery 
Trucks and Allowance for Deprenaation ol Delivery Trucks with the informa¬ 
tion in the subsidiary^ ledger as of December 21, 1955. 

Molnick Corp. was oi’gani/e^d on ,January 2, 1952. It was 
atlttlOTized to issue 100,000 shares of common stock, par $10. On the date 
of organization it sold 40,000 share's at jiar and gave the rc'maining shares 
in exchange for certain land bearing recoverabk' ore deposits estimated 
by geologists at 800,000 tons. 

During 1952 mine improvements totaled $17,500. Miscellaneous build¬ 
ings and sh('ds were ('onstructed at a cost of $22,500. During th(' year 
25,000 tons were mined; 0,500 tons of this amount wire on hand unsold 
on December 21, the balance of the tonnage being sold for cash at $4.50 
per ton. CVists incurred and })aid for during th(‘ year, exclusive of deple¬ 
tion and depn'ciation. were as f(/llows* 

Mining costs. • • .... $84,000 

Delivery costs • 9,250 

General and administrative costs 8,800 

Cash dividends of $2.50 yw share are declared on December 31, pay¬ 
able January 15, 1954. 

It is believed that buildings and sheds will be useful only over the life 
of the mine; hence depreciation is to be recognized in terms of mine output. 

Insiruciions: Prepare an income statement and a balance sheet for 1952. 
Submit T accounts or working papers showing the development of state¬ 
ment data. 

16-11. The B. C. Manufacturing Company started in business on January 
1, 1949, by acquiring three machines having a cost of $5,240, $4,000, and 
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$4,400 respectively. Since that date the company has computed deprecia¬ 
tion at 20% on the balance of the asset account at the end of each year, 
which amounts have been credited directly to the asset account. All pur¬ 
chases since January 1,1949, have been debited to the machinery account, 
and the cash received from the sales has been credited to the account. 

The following transactions took place: 

(a) On September 30, 1949, a machine was purchased on an installment 
basis. The list price was $6,000, but 12 payments of $600 each were 
made by the company. Only the monthly payments were recorded 
in the machinery account, starting with September 30, 1949. P'reight 
and installation charges of $200 were paid and entered in the ma¬ 
chinery account on October 10, 1949. 

(b) On June 30, 1950, a machine was purchased for $8,000, 2/10, n/30, 
and was recorded at $8,000 when paid for on July 7, 1950. 

(c) On June 30, 1951, the machine acquired for $5,240 was traded for a 
larger one having a list price of $9,300. An allowance of $4,300 was 
received on the old machine, the balance of the list price being paid 
in cash and charged to the machinery account. 

(d) On January 1, 1952, the machine that cost $4,400 was sold for $2,500, 
but because the cost of removal and crating was $125, the machinery 
account was credited with only $2,375. 

(e) On October 1, 1953, the machine purchased for $4,000 was sold for 
cash and the cash received was credited to the account. 

(f) The balance of the account on January 1, 1953, was $14,505.50, and 
on December 31, 1953, after adjustment for depreciation, it was 
$10,644.40. 

The company has decided that its method of handling its machinery 
account has not been satisfactory. Accordingly, after the books were 
closed in 1953, the management decided to correct the account as of 
December 31, 1953, in accordance with usual accounting practices, and 
to provide depreciation on a straighi-line basis with a separate allow^ance 
account. Straight-line depreciation is estimated to be at the rate of 10^ ^ 
per annum comi)uted on a monthly basis, over one half of a month being 
considered as a full month for this purpose. 

Instructioui^: (1) Give the entries that would have been made for the 
purchase of assets, the sale of assets, and periodic depreciation for the years 
1949 through 1953 if the revised basis of dej)reciation had been used. Income 
tax procedures are not to be considered in your solution. 

(2) Prepare a schedule showing the balance of the machinery account and 
of the allowance for depreciation account as of December 31, 1953, on the 
revised basis. 

(3) Prepare a schedule of gain and loss on disposal of assets during the 
5-year period on the revised basis. (A.l.A. adapted) 

16-12. An income statement and a balance sheet for the Concord Com¬ 
pany, showing the results of operations for the }ear ended December 31, 
1953, were prepared for submission to the directors in January, 1954. 

Before the statements were approved, a report of an investigation of 
the accounts of the company for the years 1949, 1950, and 1951 was re¬ 
ceived from the Internal Revenue Department. This report reduced 
considerably the large amounts of depreciation written off various assets 
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and made a claim for the difference as additional excess profits and income 
taxes. 

The claim was subsequently paid, and the directors decided to have the 
accounts for the years 1952 and J953 and the balance sheets at the end of 
those years redrafted in order to bring them into agreement with the 
figures shown in the internal re\'enue report. The accounts on the books 
of the company appeared as follows: 


Property 


Additions 



Accounts 

Valuation 

During 

Depreciation 

Balance 

1952 

Jan. 1 

Year 

Dec. 81 

Forward 

Real estate 

$200,503.79 

$ 2,249.08* 

$10,162.61 

$192,590.26 

Machinery & tools 

2,206.95 

1,799.01 

1,918.07 

2,087.89 

Auto trucks 

21,521.06 

31,000.48 

12,860.08 

40,161.46 

Horse trucks 

132.50 


182.50 


Horses 

800.00 

575.00 

588.84 

791.66 

Harness 

245.70 

61.05 

221.75 

85.00 

Office furniture 

1,774.42 

2,909.86 

1,610.59 

8,073.69 


.$227,184.42 

$88,.594.48 

$26,988.94 

$288,789.96 

Property 


Additions 



Accounts 

Valuation 

During 

rr«n>RL(’iArioN 

f Balance 

1953 

Jan. 1 

Year 

Dec. 81 

P'ORW^ARD 

Real estate 

$192,590.26 

$ 210.00* 

$ 3,300.26 

$189,500.00 

Machinery & tools 

2,087.89 

1,285.88 

1,755.78 

1,567.54 

Auto trucks 

40,161.16 

8,782.41 

17,184.84 

81,809.08 

Horse trucks 


112.58 

66.92 

45.66 

Horses 

791.66 

700.00 

741.67 

749.99 

Harness 

85.00 

80.00 

148.00 

22.00 

Office furniture 

8,078.69 

8,264.54 

8,400.86 

2,987.37 


$238,789.96 

$14,884.91 

$26,548.28 

$226,631.59 


*The additions to real estate in 1952 and 1952 apply to sheds. 

The internal revenue agents traced back the original costs of the assets 
and all additions. Against these total costs they created depreciation al¬ 
lowances at the rates shown at the top of the following page. Note that 
in the table the item of real estate has been divided by the internal revenue 
agents into three separate classes to show different rates of depreciation. 

Instructions: (1) Take the internal revenue figures as at the date to which 
the examination was restricted (December 31, 1951) and extend them on the 
same basis to December 81, 1958. The amounts of additions to assets stated 
in the books of the company for the years 1952 and 1953 are to be taken as 
correct. 

(2) Bring the amounts of total cost into the accounts of the company, 
create the necessary allowances for depreciation, and state the adjustments 
required in the profit and loss accounts, the surplus account, and the balance 
sheet accounts at December 81, 1952 and 1958, in order to show the effect 
of these changes. (Depreciation at half the annual rate is applicable to ac¬ 
quisitions made during a year.) (A.I.A. adapted) 
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Summary of Report of Internal Revenue Department Agents 



Total Cost 

TO 

Jan.1,1952 

Depreciation 
Allowance 
Jan. 1, 1952 

Annual Rate 
OF Deprecia¬ 
tion Allowed 

Real estate: 




Land 

$164,364.60 

(none) 

(none; 

Sheds 

9,581.14 

$ 1,578.11 

10% 

Brick buildings 

39,596.93 

2,143.88 

2% 

Machinery and tools 

8,701.97 

4,306.77 

20% 

Auto trucks 

72,297.42 

37,429.11 

20% 

Horse trucks 

1,691.63 

680.39 

ler/o 

Horses 

5,788.17 

2,873.07 

20% 

Harness 

1,444.59 

1,116.92 

33>% 

Office furniture 

5,576.92 

1,311.03 

10% 



$51,439.28 


Depreciation allowance (not 




allocated to specific assets) 




for period prior to Jan. 1, 




1949.. 


12,718.36 



$309,043.37 

$64,157.64 



16-13. The following data are furnished by the Calhoon Copper Company 
concerning the current year's sales and operations at its mine and smelter: 
Inventories at the beginning of the year: 

Ore “ valued at book cost, which includes depreciation and depletion 
100,000 tons at $2.80 per ton . $ ‘280,000 

Copper likewise valued at book cost 

30,000,000 pounds at 0.8 cents per pound' 2,940,000 

Production costs, including depreciation but before depletion: 

Ore - 2,500,000 tons at $2,052 per ton 5,130,000 

Smelting cost 1.5 cents per pound of copper produced, including cost of 
transporting ore from mine to smelter 
Yield “ 30 pounds of copper per ton of ore 
Inventories at the end of the year: 

Ore 600,000 tons (all at mine) 

Copper 20,000,00(; pounds 

All sales of copper were made at 11 cents per pound 
Ore reserves at the beginning of the year: 

Per books 10,000,000 tons, carried at $8,000,000 
No new ore deposits were purchased during the year 
Ore reserves at the end of the year: 

Per engineer’s sur\ ey — 13,400,000 tons 

Prepare the following statements showing both quantities 
and unit costs computed on three alternative bases of valuing inventories 
consistently applied throughout the problem (beginning inventories are to be 
corrected in accordance with new estimates): 

(a) Cost of ore mined. 

(b) Cost of copper sold. 

(c) Gross profit on copper sold. (A.I.A. adapted) 
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PI ant an d Eq uipment 
Revaluations 

It was suggested in the previous chapter 
that plant and equipment items are recorded 
at cost, that estimates are made as to the 
useful lives of the assets, and that schedules are developed for the 
reasonable and systematic allocation of costs to operating periods. 
These are the normal procedures that are employed in accounting for 
plant and equipment. But during the course of asset use, certain 
circumstances may suggest revisions in original cost allotment plans 
and, in some instances, the actual departure from cost as a basis for 
asset valuation as well as for periodic depreciation charges. These are 
the problems toward which attention is directed in this chapter. 


COST AND 

DEPRECIATION 

CHANGES 


CHANGES IN ESTIMATES When an asset is retired, any errors in the 

estimates of asset life and asset residual value 

DEPRECIABLE COST , ■ ^ ^ ^ • i i? 

become evident. Compensation is made for 

asset overdepreciation or underdepreciation at this time. If deprecia¬ 
tion has been inadequate, the book value of the asset will exceed its 
residual value and a special decrease in proprietorship must be recog¬ 
nized ; if depreciation has been overstated, the book value of the asset 
will be less than its residual value and an increase in proprietorship 
must be recognized. 

It may become evident during the life of a property item that de¬ 
preciation is incorrectly estimated and that the periodic charge is 
inadequate or excessive. Under such circumstances, one mu.st choose 
between the following procedures: 

(1) The asset book value may be accepted as it stands, and de¬ 
preciation charges for the remaining life of the asset may be 
modified to compensate for errors in charges already made. 

(2) The asset book value may be revised by a correcting entry to 
a depreciated value on the basis of present evidence, and de¬ 
preciation charges for the remaining life of the asset made in 
accordance with information now available. 

To illustrate the foregoing procedures, assume the use of a property 
item with an estimated life of 10 years and depreciation at the rate of 
10% per year. At the end of 5 years, when the book value of the a.sset 
is reduced to 50% of cost, it is determined that the asset will have a 
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useful life of 10 more years. If no correction in prior depreciation is 
recognized, the remaining asset cost would be distributed over the 
remaining life or at the rate of 5% per year on original cost. If a correc¬ 
tion for past overdepreciation is made, the asset book value would be 
raised to % of original cost and depreciation for the remaining life 
would be reported in terms of the revised life of the asset or at the rate 
0H% per year (100% h- 15, or 662;^%-^-10). 

The first position, which accepts existing book value as a basis for 
subsequent charges, has received wide support in practice. Those who 
support this position insist that cost once assigned to revenue is a 
permanent disposition of such cost and that it is only cost not yet 
assigned to revenue that is subject to future allocation. The correction 
of accounts for depreciation recognized in prior periods is unacceptable, 
it is maintained, since such revision will result in a series of deprecia¬ 
tion charges over the life of the asset that will be more or less than the 
original depreciable cost. The American Accounting Association gives 
full support to this position as follows: 

An assignment of all or a portion of the cost of an asset to expense, 
made in good faith after considered judgment and after competent 
review, in accordance with the accepted concepts and standards of 
the time, is not subject to reversal in a later period. Krrors of a 
mechanical and nonjudgment nature should be corrected in the period 
of their discovery.* 

Further support for the first position is found in certain practical 
considerations. This is the general appr oach that must be taken for- 
income tax purposes; depreciation once allowed for tax purposes is 
not subject to later revision. When depreciation on the books is main¬ 
tained in accordance with income tax requirements, special account 
analysis and restatement of depreciation data may be avoided in the 
development of tax returns. 

Those taking the second position insist that errors, no matter what 
their source, call for appropriate correction. The depreciation to be 
recognized each period should be the best estimate that is determinable 
from the evidence at hand. Errors in past depreciation should not 
call for compensating errors in subsequent charges; such a practice will 
serve only to distort measurements both past and future. The American 
Institute Committee on Accounting Procedure, while sympathetic 
to the first position “under most circumstances,” agrees that restate¬ 
ment of past charges may be desirable in certain instances. The Com¬ 
mittee finds no objection to the practice of reflecting corrections in 
estimates in revised charges during the remaining life of the property 

^Accounting Conccpfa and Standaids Underlying Corporate Financial Statements^ 
1948 Uevision (Urbana: American Accounting Association), p. 5. 
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if amounts involved are not material or if the alternate course would 
provide no significantly different operating results when applied to 
all of the property items, some of which involve depreciation over¬ 
estimates and others underestimates. However, the Committee points 
out: 

In special situations in which material amounts of depreciable 
assets are determined to have a substantially longer or shorter life 
than was originally anticipated, a more adequate assignment of cost 
to future revenues to be derived from such assets during their useful 
lives may result from an adjustment or restatement of the accumulated 
depreciation previously recorded. Such a reallocation of the cost of 
assets between past and future operations and revenues may be 
desirable when there have been circumstances which prevented the de¬ 
termination of an ordinary and reasonable approximation of the useful 
lives of assets and when the amounts of such assets and the annual 
depreciation charges thereon are large in relation to the total property 
in use and to the annual net income. In general, useful financial state¬ 
ments are not achieved by an understatement or an overstatement 
of asset carrying value which is to be accompanied by an overstatement 
or understatement of future income because of materially excessive 
or deficient prior allocations of costs.* 

There can be little objection on theoretical grounds to the fore¬ 
going position. 

The nature of the accounting when corrections are made in the 
accounts in recognition of depreciation understatement and over¬ 
statement in past periods is described in the following section. 

llvderalatemeril of Depreciation. To illus¬ 
trate the procedure that is followed when 
depreciation has been inadequate and a cor¬ 
rection in such past charges is to be made, 
assume that machinery costing $15,000 has been depreciated by the 
straight-line method on an estimated 15-year life. No residual value 
on the asset has been anticipated. After the machinery has been used 
for 5 years, it is determined that the useful life of the asset should have 
been estimated at 10 years. The annual depreciation, then, should 
have been $1,500 instead of $1,000, and the depreciation for the first 5 
years has been understated by $2,500. The entry to correct the ac¬ 
counts is: 

Corrections in Profits of Prior Periods - Understatement 
of Depreciation Charges (or Earned Surplus) 2,500 

Allowance for Depreciation of Machinery 2,500 

The nature of the entry to record the correction depends upon the 
statement that is to be used in reporting the correction. Recognition 

^Accounting Research Bulletin No. 27, “Emergency Facilities,’' November, 1946 
(New York: American Institute of Accountants), p. 225. 
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of corrections on the income statement may be preferred on the theory 
that corrections serve to modify past measurements reported on this 
statement; on the other hand, if the income statement is to measure 
only current operating performance, corrections are reported on the 
earned surplus statement. If corrections in profits of prior periods are 
to appear on the income statement, a nominal account is opened for 
such corrections. A single account may be used to summarize all 
corrections, appropriate detail being provided in the account for each 
correction. If the correction detail is to be provided for report purposes, 
an analysis of the account will offer the required data. It is also possible 
to show each correction in a separate nominal account if desired. If 
corrections are to be reported on the surplus statement, the earned 
surplus account is charged or credited. This account is subsequently 
analyzed in developing the detail for the surplus statement. 

In the example just given, assuming no further revision at a later 
date, the entry to record depreciation for each of the remaining years 
of asset life is: 


Depreciation of Machinery . 1,500 

Allowance for Depreciation of Machinery. 1,500 


Understatement of Depreciation — Income Tax Requirements. A 
taxpayer who, in submitting tax returns, has failed to take any depre¬ 
ciation or has taken depreciation that was clearly inadequate, cannot 
take advantage of such omissions on later tax returns. But it may be 
possible to prepare amended tax returns for certain prior years, thus 
permitting the recognition of increased depreciation in accordance 
with revised estimates for such years. When depreciation charges in 
past years are considered adequate but current and future conditions 
will serve to limit the life of the asset to a period that is less than the 
remaining life according to original estimates, the undepreciated asset 
cost may be spread over its estimated remaining life. Under such 
circumstances, increased charges for depreciation are appropriate for 
accounting purposes as well as for income tax purposes. 

OmsMement of Depreciation. When depreciation on an asset has 
been overstated, a procedure consistent with that for understatements 
calls for a charge to the asset allowance account and a credit to a cor¬ 
rection account or to Earned Surplus for the excess amount. The 
correct rate is then used in recording subsequent depreciation. To 
illustrate, assume that machinery costing $15,000 has been depreciated 
by the straight-line method on an estimated 15-year life. After use of 
the machinery for 10 years, it is determined that the useful life of the 
asset should have been estimated at 20 years instead of 15. The annual 
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depreciation, then, should have been $750 instead of $1,000 and the 
depreciation for the first 10 years has been overstated by $2,500. The 
entry to correct the accounts is: 

Allowance for Depreciation ol Machinery . 2,500 

Corrections in Profits of Prior Periods Overstate¬ 
ment of Depreciation Charges (or Earned Surplus) 2,500 

The entry to record depreciation for each of the remaining years of 
asset life, in the absence of further revision at some later date, is as 
follows: 

Depreciation of Machinery ... 750 

Allowance for Depreciation of Machinery . . 750 

Correction in past depreciation is indicated in the case of a fully 
depreciated asset that is continued in use, except when continued use 
involves extraordinary maintenance and repair costs that suggest 
little or no contribution on the part of the asset itself. \ fully depre¬ 
ciated asset may be continued in use during a war period, for example, 
because of inability to make replacement. Inefficiencies and extra¬ 
ordinary charges may actually make Ihe use of such an asset more 
costly than a new machine, and under such circumstances no value 
can be assigned to the property item. Account balances relating to 
fully depreciated assets should not be offset until the property items 
aie actually retired; accounting statements should provide parentheti¬ 
cal or note references to fully depreciated assets continued in use and 
included in the account totals. 

Overstatement of Depreciation — Income Tax Requirements. For 
income tax purposes, when depreciation has been allowed at a certain 
rate in the past, the taxpayer is limited to a recovery of no more than 
the remaining book value over the remaining life of the asset unless 
amended tax returns are filed for certain prior years that may still be 
open according to law. For example, in the preceding illustration, 
having been allowed deductions of $10,000 during the first 10 years, 
the taxpayer must regard the remaining book value of the asset for tax 
purposes as $5,000. Depreciation over the remaining life of the asset, 
now estimated at 10 years, is limited to the unrecovered cost, $5,000, 
or $500 per year. 


DEPRECIATION OF During World War II and in the defense 

F^fuTIES”^ preparations in the post-war period, produc¬ 

tive facilities essential to war and defense 
efforts have been acquired under certificates of necessity issued pursuant 
to Section 124 and 124A of the Internal Revenue Code. Properties, 
including land, buildings, machinery, and equipment, acquired under 
such certificates are termed emergency facilities. Certificates permit 
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the taxpayer to amortize for income tax purposes a part or all of the 
asset cost over a period of 60 months. 

From an accounting point of view, the acquisition of an asset under 
a certificate of necessity should have no influence upon the plan for 
cost allocation. When facilities are considered of a special-purpose 
nature and their contribution to revenue is expected to expire over a 
60-month period, depreciation for book purposes may properly parallel 
deductions allowed for tax purposes; when facilities are estimated to 
have a life materially in excess of the period that is used for tax pur¬ 
poses, this longer period should be used for book purposes. 

Studies undertaken by the American Institute of Accountants 
determined that a great many companies acquiring emergency facilities 
during the war period used depreciation schedules for accounting pur¬ 
poses that followed those permitted for tax purposes, regardless of the 
nature and the use of the facilities. As a result, statements for such 
companies failed to display properties of substantial usefulness and 
worth. The absence of such property values was accompanied, in turn, 
by the failure to record depreciation on such assets even though they 
were in use and contributed to the production of revenue. This failure 
to display property items on the balance sheet was accompanied by 
what might be considered to be an even greater fault, income measure¬ 
ment distortion. In November, 1946, the Committee on Accounting 
Procedure issued Bulletin No. 27 on “Emergency P’acilities” taking 
issue with the premature allocation of facility costs and recommending 
the restoration of costs improperly written off and the subsequent 
recognition of depreciation on properties that continue to serve a useful 
business purpose. This position is consistent with that taken by the 
Institute for the correction of depreciation allocations made in error. 

A second bulletin on this subject. Bulletin No. 42, was issued in 
1952, recommending the recognition of depreciation for accounting 
purposes in terms of asset usefulness when depreciation calculated in 
the conventional manner differs materially in amount from that allowed 
for income tax purposes. In this bulletin the Committee on Accounting 
Procedure commented as follows with respect to the differences between 
accounting procedures and tax procedures: 

Sound financial accounting procedures do not necessarily coincide 
with the rules as to what shall be included in “gross income,” or 
allowed as a deduction therefrom, in arriving at taxable net income. 

It is well recognized that such rules should not be followed for financial 
accounting purposes if they do not conform to generally accepted 
accounting principles. However, where the results obtained from 
following income tax procedures do not materially differ from those 
obtained where generally accepted accounting principles are fol- 
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lowed, there are practical advantages in keeping the accounts in 
agreement with the income tax returns.* 


CHANGES IN ASSET During the life of plant and equipment items, 

emiERMENTS**^ depreciation charges may require revision 

as a result of additional expenditures that 
are made in connection with these properties. 

Expenditures that are considered to improve property items are 
recorded as increases in the asset cost. Such additional costs must be 
considered in recording depreciation in subsequent periods. For ex¬ 
ample, assume the acquisition for $10,000 of a machine with an esti¬ 
mated life of 20 years. After use for 1.5 years, an expenditure of $2,000 
is made that improves the machine but does not lengthen its life. The 
betterment, limited to the remaining life of the asset, has a service 
life of .5 years. The entry to record the expenditure is: 

Machines. 2,000 

Cash. 2,000 


Annual depreciation is now calculated as follows: 


Original asset: 
Betterment: 


$10,000 
2,000 -f- 


Total annual depreciation 


If expenditures serve to rehabilitate certain assets and to increase 
their service life beyond original estimates, the asset valuation account 
instead of the asset account is preferably charged with the cost of re¬ 
habilitation, and a new depreciation rate is calculated on the property 
item. To illustrate, assume in the previous example that the expendi¬ 
ture did not represent an enlargement or improvement of the asset 
but simply prolonged its service life by 3 years. The entry to record the 
rehabilitation is made as follows: 

Allowance for Depreciation of Machines. 2,000 

Cash. 2,000 

Depreciable cost for the remaining life of the asset is as follows: 

Asset cost. $10,000 

Less allowance for depreciation, $7,500, reduced by a debit 
of $2,000 as a result of asset rehabilitation. 5,500 


Asset book value to be written off during the next 8 years 
(5-1-3). $ 4,500 

Annual depreciation is now calculated: $4,500-^8, or $562.50 

^Accounting Research Bulletin No. 1,2. “Emergency Facilities: Accounting for 
Depreciation and Taxes under Certificates of Necessity,” November, 1952 (New York: 
American Institute of Accountants), p. 308. 
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Expenditures that replace certain asset units call for entries to 
recognize acquisition of the new unit and retirement of the old. The 
effect of such asset changes must be considered in calculating sub¬ 
sequent depreciation. For example, assume that a machine that cost 
$10,000 has an estimated life of 10 years. After six years an important 
machine part, estimated to represent 25% of the original asset cost, 
requires replacement. The replacement cost of the new part is $2,800 
and the life of the part is expected to terminate with that of the 
machine; $250 is recovered on the disposal of the old part. The fore¬ 
going calls for an entry to retire the old part as follows; 


Cash . 250 

Allowance for Depreciation of Machines 1,500 

Loss on Machine Part Retirement 750 

Machines 2,500 

Loss on asset retirement: 

Asset cost estimated at25V( of $10,000, or $2,500 
Depreciation, 6/10 of cost 1,500 


Asset book value $1,000 

Proceeds from sale 250 


Loss $ 750 

The new part is recorded as follows; 

Machines 2,800 

Cash 2,800 

Annual depreciation is now calculated as follows: 

Original asset. ($10,000-$2,500)H-iO $ 750 

New part: $2,800^4 700 

Total annual depreciation $1,450 

If it had been assumed originally that the machine part would 


require replacement during the machine lifetime, a higher depreciation 
rate could have been applied to the machine part; the loss on asset 
retirement would then have been more accurately recognized in the 
form of higher periodic depreciation charges. 


DEPARTURES In Chapter 1 it was stated that the matching 

FROM COST process is fundamental in all accounting 

activity. It was further stated that this process consists of the measure¬ 
ment of revenue and the matching against revenue of the costs applica¬ 
ble thereto. Costs considered to be related to future revenues were 
held back from current recognition and deferred for future application. 
Certain exceptions to this practice are generally accepted. Thus current 
asset items, such as receivables, marketable securities, and inventories. 
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are reported at less than cost when it is felt that realization of these 
assets may be limited to the smaller amounts; long-term investments, 
such as investments in stocks and bonds, are reported at less than 
cost when declines in the values of these assets are significant and 
appear to be permanent; other long-term assets that arise from dona¬ 
tion or discovery are reported at their fair market values, valuations 
that provide a basis for satisfactory asset accountability as well as 
income measurement. The introduction of appraisal values in the 
accounts for property items whose replacement values have changed 
materially since date of acquisition represents a further departure from 
the cost approach; but this practice is considered acceptable only under 
exceptional circumstances and then only if full information is made 
available on the accounting statements concerning the nature and the 
extent of the departure from accounting in terms of cost. The problems 
relating to the use of appraisal values in the accounts are considered 
in the remaining pages of this chapter. 

REPLACEMENT During the early 1930’s, companies found 

VALUES FOR ASSETS plant values hail experienced a severe 

fall within a relatively short period. In addition, the prices obtained for 
products sold had fallen to the point where they were insufficient to 
cover production costs if these included depreciation charges based on 
the original asset costs. Then, during the 1940’s and early 1950’s, 
companies found a steady and significant growth in plant values. 
This rise was occasioned by a general increase in prices and in some 
cases by improvements in adjoining areas that increased the value of 
plant locations. In periods of both falling and rising price levels, 
proposals have been made that current price levels be recognized in 
the valuation of property items and in the assignment of charges for 
their use. 

Price Level Declines. When property values decline and recovery 
to previous levels is not expected, arguments in support of the recogni¬ 
tion of such “permanent” declines take the following form: price decline 
and the ability to replace assets at niaterially lower prices gives rise to 
a loss that may be compared to that arising from a fire or other casualty; 
to continue to report property items in the accounts at amounts that 
exceed the value of the utilities afforded thereby is to permit the dis¬ 
tortion of both financial position and income measurements. Recogni¬ 
tion of lower replacement values on the records is advocated as a con¬ 
servative measure. 

But those who support the continued use of cost claim that to adjust 
plant costs for price declines is to engage in normalizing costs and peri- 
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odic income. This group maintains that cost is the investment in the 
future; the full burden of costs must be assigned to future revenues 
in arriving at profit or loss that measures the sum total of management’s 
activities. 

Accountants on the whole have supported the continued use of 
cost in periods of price decline. There is agreement that cost reductions 
are appropriate when it is clear that these costs will not be recovered 
through future activities; however, the revision of property items 
simply in recognition of a declining price level is not generally encour¬ 
aged. 

Price Level Advances. When an increase in the general price level 
is viewed as permanent, the argument is made, as in the case of declines, 
that changes in the accounts must be recognized if financial position 
and charges to revenue are not to be distorted. Recognition of changed 
values is supported as a measure for making accounting reports more 
informative and useful. 

Here, too, the answer by accountants on the whole has been that 
adherence to cost normally provides the most acceptable basis for the 
development of accounting reports. It is recognized that there may be 
occasions when special circumstances, such as the discovery of valuable 
resources or other special enhancement of values, call for the recogni¬ 
tion of higher values as a means of assuring full property accountability 
and dependable income measurements: but the recognition of increased 
plant value in the accounts simply in response to an increasing price 
level is definitely discouraged. 

Opinions on the Departure from Cost. Both the Committee on Ac¬ 
counting Procedure of the American Institute of Accountants and the 
Executive Committee of the American Accounting Association have 
recommended as a general practice the disregarding in the accounts of 
changes in price levels. The Committee on Accounting Procedure in 
Accounting Research Bulletin No. 5 has stated: 

Accounting for fixed assets should normally be based on cost, and 
any attempt to make property’accounts in general reflect current 
values is both impracticable and inexpedient.' 

It states further: 

The view expressed ... relates to accounts which form the basis 
for reports to stockholders and similar statements. Manifestly, 
there is no objection to showing estimated present values, nor to the 
computation of depreciation on that basis, for internal administrative 
purposes.. . Prom the standpoint of the enterprise, cost to the cor- 

* Accounting Research Bulletin No. 5, “Depreciation on Appreciation,” April, 1940, 
(New York: American Institute of Accountants), p. 37, 
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poration is not of controlling significance, but, to the corporation 
itself, cost is the proper foundation of its accounting.' 

The American Accounting Association expressed the following 
opinion in its Statement of Accounting Concepts and Standards in 1948: 

There should be no departure from the cost basis to reflect the 
assets of an enterprise at amounts higher than unassigned cost. 
Continuous replacements of assets, frequently of a type different from 
those replaced, and the practical difficulty of measuring replacement 
value, emphasize the need for a historical record in terms of the 
consistent, objective basis of cost.- 


USE OF APPRAISAL With material differences in cost and current 

replacement or reproduction costs, there i.s 
no objection to reporting the current values on the statements by means 
of parenthetical remarks or special notes. When it is considered ap¬ 
propriate for the accounts to reflect such changed values, both asset 
balances and capital accounts require adjustment. In either case, the 
values that are indicated should be supplied by reliable independent 
appraisal. Furthermore, the published statements should offer full 
information concerning the source of the valuf^s other than cost as well 
as the authority for the use of such values. 

Appraisals by engineering or appraisal firms normally afford in¬ 
formation for individual assets concerning: 

(1) Replacement value, which is the present amount required to 
reproduce the asset new. 

(2) Sound value, which is the present replacement value less depre¬ 
ciation to date based upon such value. 

(3) Condition per cent, which is the present percentage relationship 
of sound value to replacement value. 

Companies may authorize the appraisal of properties for purposes 
other than use in the accounts. For example, replacement values may 
be sought for special use or reporting in connection with credit, tax, 
insurance, sale, or consolidation matters. On the other hand, appraisal 
data may be sought for use in the accounts either: (1) to correct ac¬ 
count balances when the relationship of sound values to replacement 

p. 89. 

^Accountimj Corinpts and Standards Uyjderlifinq Corporate Financial Statements, 
1948 Revision (Urbana: American Accounting Association, p. 2^. It should be noted 
that the American Accounting Association admitted at this time that a “marked, 
permanent change in price levels” might impair the usefulness of statements reporting 
costs, and suggested that accounting concepts and standards appropriate for the re¬ 
flection of a drastic and permanent change in prices would need to be developed in the 
event of such a change. Reference was made in Chapter 1 to the recommendations of 
the Association in 1952 for the preparation of “common dollar statements*' as inter - 
pretative supplements to the reports prepared in the conventional manner. 



48S 


INTERMEDIATE ACCOUNTING 


[Ch. 17 


values suggests that there has been past overdepreciation or under¬ 
depreciation of cost; or (2) to bring appraisal values into the accounts. 

To illustrate the use of appraisal data as a basis for simply correct¬ 
ing the accounts and as a basis for bringing asset and valuation ac¬ 
counts into agreement with current replacement values, assume the 
following: A property item was acquired at a cost of $60,000 and is 
being depreciated on an 8-year life. After use for 4 years, the property 
is appraised at a replacement value of $100,000 and condition per cent 
of 60, or a sound value of $60,000. Cost and appraisal data follow: 


Asset basis 
Accrued depreciation 

Depreciated value 


Pi;r Books Per Appraisal 


$60,()()() 

30,000 

$30,000 


$ 100,000 

40,000 

$ 60,000 


The appraisal is regarded as indicating that past depreciation 
recognized by the company was excessive and that the life of the asset 
should be considered to be 10 years instead of 8 (the appraisal indicates 
a 40% asset decline in 4 years or depreciation at the rate of 10% per 
year). A correcting entry, then, is appropriate to reduce the asset 
valuation account in bringing cost data up to date. 

It should be observed that disagreement between book and appraisal 
depreciation would not always suggest a correction in the depreciation 
reported on the books. Appraisal values may reflect physical deteriora¬ 
tion primarily; depreciation for accounting purposes is systematic 
cost allocation in recognition of physical as well as functional decline. 
It will be assumed, however, in the examples in this chapter that 
differences in appraisal and book depreciation may be regarded as 
indicating errors in prior depreciation. 

If higher replacement values are to be reflected in the accounts, 
appropriate correction for overdepreciation in terms of cost would 
still be made; appraisal increases would then be applied to the cor¬ 
rected cost base in bringing account balances into agreement with 
appraisal figures. 

It was observed previously that changes in the estimated asset 
life and the correction of depreciation for past periods may affect asset 
book values and subsequent depreciation charges for income tax pur¬ 
poses. Changes from costs to replacement values, however, as well as 
any changes in depreciation charges identified with asset increases or 
decreases arising from appraisals, must be disregarded for tax purposes. 
For income tax purposes the basis for depreciation continues to be 
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original cost; the basis for computing gain or loss on the ultimate 
disposal of the asset is the asset book value stated in terms of cost. 


ASSET DEVALUATION A VTite-down of plant and equipment cost 
AoSuKTS reduces both the property item and the earned 

surplus; the asset is credited and a nominal 
account or Earned Surplus is debited, depending upon whether the 
charge is to be reflected as an extraordinary charge on the income 
statement or as an earned surplus reduction on the surplus statement. 
In the case of depreciable assets, devaluation generally affects both 
asset and related valuation account balanc es. To illustrate the process 
of property write-downs, assume that a company reports buildings on 
its books at cost less depreciation for prior years of 30%, as follows: 


Buildings. $500,000 

Allowance for Depreciation of Buildings. 150,000 


Depreciated Value. $350,000 

An appraisal establishes a present reproduction cost of the build¬ 
ings, new, at $300,000, and a sound value al $210,000, or of 
reproduction cost. Recognition in the accounts of the- appraisal calls 
for a reduction in the buildings account to $300,000 and a reduction 
in the valuation account to 30% of $300,000, or $90,000. I'he entry 
to give effect to the revaluation follows: 


Allowance for Depreciation of Buildings. 60,000 

Loss on Building Revaluation (or Earned Surplus) 140,000 

Buildings. 200,000 


However, assume that the appraisal establishes a reproduction cost 
of $300,000 but a sound value of $180,000, indicating that properties 
are actually 40% depreciated. Here appraisal suggests both incorrect 
depreciation in the past as well as a change in the replacement value of 
the assets. This information can be recognized in the accounts by (1) 
an entry to correct the valuation account to 40% of cost and (2) an 
entry to reduce the asset account and the valuation account to a 
$300,000 replacement basis. Since the correction in past depreciation 
and the asset devaluation both affect earned surplus, a single entry is 
possible in recording the two factors, as follows: 

Allowance for Depreciation of Buildings. 30,000 

Loss on Building Revaluation (or Earned Surplus) 170,000 
Buildings. 200,000 

Depreciation after appraisal is based upon the revised value of the 
asset and the estimated remaining years of its life. If the remaining 
life is estimated at 30 years, the depreciation rate is 1/30 of 60%, the 
undepreciated balance of the asset, or 2%. This rate applied to the 
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revised asset value, $300,000, results in annual depreciation of $6,000. 
The same figure is obtained by computing annual depreciation at 1/30 
of $180,000, the asset book value after revaluation. 


CORPORATE Assume the investment in plant and equip- 

ment at a level that does not make possible 
TIon ^ profit from operations under current condi¬ 

tions; assume further a deficit from previous 
operations or an earned surplus balance that is insufficient to absorb a 
reduction in property items warranted by current conditions and 
necessary if the company is to be able to report satisfactory operations 
in future periods. Conditions here call for a restatement of property 
items and, because of the inability of earned surplus to absorb the asset 
reduction, for a restatement of paid-in capital. Such a restatement, 
providing in effect for a “fresh start” accounting-wise on the part of 
the corporation, is called a quasi-reorganization or corporate readjust¬ 
ment. A restatement as indicated does not require recourse to the courts 
as would be the case under formal reorganization procedures; there is 
no change in the legal corporate entity or interruption in business 
activity. 

To illustrate the nature of the quasi-reorganization, assume that 
the Billings Corporation has suffered losses from operations for some 
time and that revenues both current and anticipated appear to be 
insufficient to cover costs arising from investments made in an earlier 
high-price period. With a reduction in plant and equipment items to 
present replacement levels and the decreased depreciation charges to 
follow, it is felt that a profitable opei’ating level may be regained; the 
elimination of an existing deficit is also desirable in the readjustment 
process. A balance sheet for the company just prior to the corporate 
readjustment follo'vs: 


BILLINGS CORPORATION 


Balance Sheet 
.June 30, 19- 


Current assets . $ 250,000 

Plant and equipment . . . 1,000,000 

Liabilities .$ 400,000 

Capital: 

Capital stock, 

100,000 shares, 

par $100.. $1,000,000 

Less: Deficit 150,000 850,000 

Total assets.$1,250,000 

Total liabilities and capital $1,250,000 


The readjustment is to be accomplished as follows: 

(1) Plant and equipment is to be reduced to a value of $750,000. 
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(2) Capital stock is to be reduced to a par of $50, $500,000 in 
capital stock thus being converted into paid-in surplus. 

(3) The deficit of $400,000 ($150,000 as reported on the balance 
sheet, increased by $250,000 arising from the asset write-down) 
is to be applied against the surplus arising from recapitalization. 

Entries to accomplish the foregoing follow: 


(1) 

Earned Surplus 

Plant and Equipment 

250,000 

250,000 

(2) 

Capital Stock (100,000 shares, par $100) 
Capital Stock (100,000 shares, par $50 1 
Surplus from Recapitalization 

1,000,000 

500,000 

500,000 

(3) 

Surplus from Recapitalization 

Earned Surplus 

400,000 

100,000 


The balance sheet after corporate readjustment appears as follows: 


BILLINGS CORPORATION 
Balance Sheet 
. lUNE :I0, 19 


Current assets $ 250,000 | Liabilities $ 400,000 

Plant and equipment. 750,000 | Capital stork 100,000 

^ .shares, par $50 500,000 

I Surplus from recapitaliza¬ 
tion 100,000 


Total assets 


$1,000,000 


Total liabilities and capital $1,000,000 


Subsequent earnings of the company should be reported in a dated 
earned nurplun account; on future balance sheets, earned surplus dated 
as of the time of ac'count readjustment will inform readers of the 
date of corporate readjustment and the fresh start relative to earnings 
recognition and accumulation. 

The Committee on Accounting Procedure in Accounting Research 
Bulletin No. 3 has recommended that a company that elects to bring 
about a legitimate restatement of its assets, capital stock, and surplus 
through readjustment, thus availing itself of permission to relieve 
future income or earned surplus of charges that should otherwise be 
made against these, should meet the following conditions: 

(1) It should make a clear report to stockholders of the proposed 
restatements and should obtain their formal consent. 

(2) It should present a fair and conservative balance sheet as at 
the date of the readjustment, in which assets and liabilities 
should be so stated that no artificial credits will arise from 
realization of the assets or discharge of the liabilities. 
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(3) It should make a reasonably complete readjustment of values 
in order that there will be no continuation of the circumstances 
that justify charges to invested capital.' 


ASSET APPRECIATION When an appraisal indicates plant values in 
A^wJuKTS**^ excess of cost and this appreciation is to be 

entered on the books, both the property and 
the capital balances are raised. The asset increase, while recognized 
on the books, is still unrealized; the capital increase then, should be 
designated as revaluation surplus, capital arising from the recognition 
of an appraisal increase. 

To illustrate the process of recording asset appreciation, assume that 
land, cost $50,000, is raised to an appraised value of $80,000. This 
may be accomplished by the following entry: 

Land. 30,000 

Surplus from Revaluation of Land. 30,000 

Land would be shown on the balance sheet at its present appraised 
value, $80,000. Reference to the original cost of the land could be made 
on the statement parenthetically. The revaluation surplus should not 
be merged with other surplus balances but should be reported sepa¬ 
rately in the capital section of the balance sheet so that the reader of 
the statement may be fully aware of the unrealized capital element. 

If the land is sold at a later date for $75,000, $25,000 of the recorded 
appreciation will have been realized. The gain is recognized and the 
revaluation surplus element is canceled by the following entry: 


Cash. 

Surplus from Revaluation of Land. 

Land. 

Gain on Sale of Land (or Earned Surplus). 


75,000 

30,000 


80,000 

25,000 


The ultimate result of the recorded appreciation and the subsequent 
sale is an increase in earned surplus of $25,000. All evidence of the 
appraisal is canceled, and the account balances are the same as though 
the asset had been carried at its cost, $50,000, and subsequently sold 
at a profit. 

When a depreciable asset is to be VTitten up, the effects upon the 
asset account balance and the related valuation account balance must 
be considered. The appraisal may indicate both a correction in past 
depreciation and an increased asset replacement value. However, 
unlike the case of asset devaluation where the effects of both the cor¬ 
rection and the revaluation are reflected in earned surplus, in the 

^Accounting Research Bulletin No. 3, “Quasi-Reorganization or Corporate Read¬ 
justment— Amplification of Institute Rule No. 2 of 1934,” September, 1939 (New 
York: American Institute of Accountants), pp. 25 and 26. 
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case of asset appreciation any correction in depreciation affects earned 
surplus while the asset increase gives rise to revaluation surplus. 
Entries, then, are required to record (1) the correction in depreciation 
on the basis of cost and (2) the appraisal increase in the asset as w'ell 
as in the allowance for depreciation. While the appraisal increases may 
be reported directly in the asset and the valuation accounts, it is nor¬ 
mally desirable to report these increases in separate accounts. Cost 
data are thus preserved and are available in the preparation of income 
tax returns where the effects of appraisals must be ignored; subsequent 
depreciation entries that require information concerning both cost 
and appraisal increases can be more conveniently pj-epared. 

To illustrate the foi'egoing, assume the following information with 
respect to a building; 

Estimatkd Life Years Allowance fob 
Cost _ in Years Used Depru'iation 

$200,000 50 20 $80,000 

At this time an appraisal of the as.set show’s it to have a replacement 
value of .$320,000 and a sound value of only $160,000, the asset being 
50% depreciated. The appraisal suggests the following changes: 


Correction relating to de¬ 
preciation recorded in prior 
years. 

Cost 

Total 
Estimated 
Life in 
Years 

Life 

IN Years 
TO Date 

Allowance 

FOR 

Depreci¬ 

ation 

$200,000 

50 

-10 

20 

$ 80,000 

+20,000 

Cost balances as corrected 

$200,000 

40 

20 

$100,000 

Revaluation . 

+ 120,000 



+ 60,000 

Balances as increased by 





appraisal. 

$320,000 

40 

20 

$160,000 


Entries to record the appraisal are required as follows: 

_ Transaction _ Entry _ 

(1) To correct allowance for depre- Corrections in 
ciation to 50% of cost as indi- Profits of 
cated by appraisal. Prior Years — 

Understate¬ 
ment of De¬ 
preciation (or 

Earned Surplus)... 20,000 
Allowance for De¬ 
preciation of 

_Building..20,000 
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Transaction 


Entry 


(2) To increase asset and deprecia¬ 
tion allowance to a replacement 
basis of $320,000 as indicated 
by appraisal. 


Building Increase 
per Appraisal 120,000 

Allowance for De¬ 
preciation of 
Building - Increase 
per Appraisal 60,000 

Surplus from Re¬ 
valuation of 

Building 60,000 


The asset book value has changed as follows: 

Before After 

Appraisal Changes Appraisal 

Building $200,000 -j- $120,000 $320,000 

Allowance for Depreciation 80,000 $20,000 -|-$60,000 160,000 


$ 120,000 


$160,000 


While the asset was increased from $120,000 to $160,000, it should 
be noted that the appraisal indicated inadequate depreciation on the 
basis of cost in past periods of $20,000. Since earnings of past periods 
have been overstated, a reduction in earned surplus is required. The 
appreciation that is taken into the accounts is actually $60,000, or 
asset book value after correction of $100,000 raised to a sound value 
of $160,000. The latter increase is separately reported as revaluation 
surplus. 


DEPRECIATION ON When asset appreciation is recorded, it may 
ASSET APPRECIATION recognized in the calculation of periodic- 
depreciation, profit and loss being developed in terms of appraisal 
costs. On the other hand, depreciation may continue to be recognized 
in terms of original cost, appraisal data finding expression only on the 
balance sheet. Both procedures are encountered in practice and argu¬ 
ments are advanced in support of each procedure. 

Those supporting charges in terms of appraisal values feel that a 
company is obliged to report charges on the income statement consis¬ 
tent with the i-epresentations for depreciable properties made on the 
balance sheet. This is the position taken by the American Institute 
Committee on Accounting Procedure. The C’ommittee states: 

... a company which has made representations as to an increased 
value of plant cannot afterwards account for depreciation and income 
as if it had never made such representations. When a company has 
made representations in its balance sheet as to an increased value of its 
property and others have bought its securities upon those representa- 
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tions, it is not unreasonable to interpret the formal adoption of the 
larger amount for plant as implying an intention on the part of the 
company to maintain that larger amount of invested capital intact by 
proper charges against income. To implement such intention it is 
necessary that the company charge income with depreciation on the 
larger values represented.^ 

It is also maintained in support of the position of appraisal depre¬ 
ciation that asset replacement dollars must be matched against current 
revenues in arriving at meaningful income measurements, that com¬ 
parative evaluations of profit and loss are possible only if they reflect 
current costs as well as current revenues, and that replacement value 
accounting offers management a better guide to sales, dividend, and 
other operating policies. 

Despite these arguments, there are many who insist that deprecia¬ 
tion in terms of cost is appropriate even after the recognition of ap¬ 
praisal increases in the accounts. This group maintains that the use of 
appraisal values should be limited to balance sheet presentations. 
Expense, it is insisted, can arise only from expenditures; it is the dollar 
cost and not the dollar purchasing power that must be matched against 
dollars earned in arriving at net income. Depreciation accounting, 
this group maintains, should not be related to the problem of asset 
replacement; depreciation calls for the allocation of past costs, not for 
the recognition of future costs. Asset i-eplacement is a separate problem 
that calls for separate financial planning. Replacement expenditures 
at a higher level will be made on the assumption that future revenues 
will recover such future outlays; replacement considerations, therefore, 
should not be permitted to distort current measurements. 

Practical considerations, too, serve to support the cost approach to 
depreciation. When depreciation is recorded in terms of cost, the books 
show the depreciation actually allowable for income tax purposes. 
When depreciation is recorded on the basis of appraisals, restatement 
of these figures to cost is required in the preparation of tax returns. 

Recording Depreciation on Cost. If depreciation is to be calculated 
on original cost, the income statement reports operations on a cost 
basis, while only the balance sheet reflects appraisal values. Deprecia¬ 
tion is recorded in the usual manner, an expense account being debited 
and an allowance account being credited for depreciation on cost. 
A second entry is required, however, to recognize the shrinkage that 
has taken place in the asset appraisal element. Both the asset increase 
arising from the appraisal and the revaluation surplus must be reduced. 

^Accounting Research Bulletin No. 5, “Depreciation on Appreciation,” April, 1940 
(New York: American Institute of Accountants), p. 38. 
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This is accomplished by a debit to the revaluation surplus account and 
a credit to the appraisal allowance for depreciation account. The 
writing off of asset cost is thus accompanied by the writing off of the 
appraisal increase. 

To illustrate, assume that at the beginning of 1953, equipment 
acquired on January 1, 1950, is shown on the books at cost, $100,000, 
less an allowance of $37,500 representing depreciation at 12,4% a 
year, or at a book value of $62,500. An appraisal on January 2, 1953, 
sets the replacement value of the equipment at $150,000 and its present 
depreciated value at 70% of this amount, or $105,000. Depreciation 
of 30% in 3 years as indicated by the appraisal suggests correction of 
depreciation on the asset to a 10-year basis. The following entries are 
required: 

Transaction Entry 

January 2, 1953 j 

(1) To decrease allowance for depre- ^ Allowance for Depre¬ 
ciation to 30Vr of cost as indi- ciation of Equipment.. 7,500 

cated by appraisal. ' Corrections in 

Profits of 
Prior Years — 

Overstate¬ 
ment of De¬ 
preciation (or 


Earned Surplus). . . . 7,500 

(2) To increase asset and deprecia- Equipment—Increase 

tion allowance to a replacement per Appraisal .. . .50,000 

basis of $150,000 as indicated by Allowance for Depre¬ 
appraisal. ciation of Equipment 

Increase per Apprai¬ 
sal . 15,000 

Surplus from Reval¬ 
uation of Equipment 35,000 

December 31, 1953 Depreciation of Equip- 

(1) To record depreciation on cost ment.10,000 

of $100,000 at corrected rate of Allowance for De- 

10% as indicated by appraisal. predation of Equip¬ 
ment . 10,000 

(2) To reduce appraisal increase of Surplus from Revalua- 

$50,000 at rate of 10% consis- tion of Equipment... . 5,000 
tent with reduced book value of Allowance for De¬ 
asset at cost. preciation of Equip¬ 

ment—Increase per 
Appraisal. 5,000 


At the end of 1959, assuming that the asset is retired, the allowance 
for depreciation on cost is offset against the asset account and the al¬ 
lowance for depreciation on the appraisal increase is applied against 
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the asset appraisal increase account, thus closing all the accounts 
relating to the property item. 


Recording Depreciation on Appraised Values. When depreciation is 
based on appraised values that are higher than cost, operating expenses 
are overstated and net income is understated from a cost point of view. 
If depreciation is to be recorded on appraised values, periodic transfers 
from the appraisal surplus account to the earned surplus account may 
be made in order to correct earned surplus for the profit understate¬ 
ment. 

To illustrate, assume the same facts as in the preceding illustration. 
The entries to record the revaluation are the same. Periodic entries to 


record depreciation may be made as follows: 


Transaction 

December 31, 1953 
(1) To record depreciation on ap¬ 
praised value of $150,000 at cor¬ 
rected rate of 10% as indicated 
by appraisal. 


(2) To reduce appraisal increase of 
$50,000 at rate of 10%, consis¬ 
tent with reduced book value of 
asset at cost, and to correct 
earned surplus for understate¬ 
ment of income calculated after 
depreciation on appraised values. 


Entry 


Depreciation of Equip¬ 
ment .15,000 

Allowance for De¬ 
preciation of Equip¬ 
ment 10,000 

Allowance for De¬ 
preciation of Equip¬ 
ment —Increase per 
Appraisal . . 5,000 


Surplus from Revalua¬ 
tion of Equipment . . . 5,000 

Earned Surplus. 5,000 


The first entry records depreciation on the appraised value, the 
allowance for depreciation on cost being credited for depreciation on 
cost and the allowance for depreciation on the appraisal increase being 
credited for depreciation on the appraisal increase. This entry results 
in an expense overstatement of $5,000, with a corresponding under¬ 
statement of net income in terms of original cost. The second entry 
effects a transfer of the amount of the income understatement from 
the revaluation surplus account to Earned Surplus. The surplus from 
revaluation balance then reflects the actual appraisal increase in the 
reduced book value of the asset, while Earned Surplus reports earnings 
based upon actual costs. When the asset is fully depreciated, the entire 
balance in the appraisal surplus account will have been transferred to 
Earned Surplus by the periodic entries. Upon disposal of the asset, 
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cost and appraisal allowances for depreciation are applied against 
their respective asset accounts. 

The appraisal of an asset may indicate that no revision in the 
estimate of its service life is needed. No correction then is required in 
the asset allowance account when the appraisal is recorded, and the 
original depreciation rate is applied to costs and appraisal values in 
recording depreciation thereafter. 


While it is proper in accounting for appraisals 
to show an earned surplus balance based on 


SURPLUS APPROPRIA¬ 
TIONS TO ASSURE 

ASSET REPLACEMENT , . ,, , , 

AT HIGHER PRICE LEVEL depreciation at cost, regardless of whether 

cost or appraisal depreciation is reported on 
the income statement, the practical problem of funds to take care of 
asset replacement at a higher price level still exists. In order to assure 
funds for the replacement of assets at a higher price level, the board 
of directors may authorize the regular appropriation of surplus to with¬ 
hold profits from distribution as dividends. When the cost method 
for depreciation is used, entries are made for the appropriation of 
earned surplus following the transfer of net income to the latter account. 
When the appraisal method of depreciation is used, net income is’ 
transferred to earned surplus and this is followed by the transfer from 
revaluation surplus to earned surplus to correct these balances; ap¬ 
propriation of earned surplus can then be recorded as under the cost 
method. Surplus appropriations may ultimately be returned to earned 
surplus. On the other hand, assuming that funds provided by past 
profits are actually applied to the replacement of assets at higher costs, 
appropriated surplus balances may be carried forward indefinitely or 
they may be used as a basis for a stock dividend increasing the per¬ 
manent capital of the business to match the increased dollar investment 
in plant and equipment. Appropriations of earned surplus originate 
with the board of directors; the disposition of such balances is likewise 
a matter to be resolved by the board of directors. Entries are made in 
the accounts in accordance with the action taken by the board. 


APPRAISAL VALUES When appreciation is taken up on the books, 
«Ie the balance sheet should report both asset 

costs and appraisal increases. Data for equip¬ 
ment in the preceding illustration may be shown on the balance sheet 
prepared on December 31,1953, as shown on the following page. The 
revaluation surplus of $30,000 is reported in the balance sheet capital 
section. 
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Increase PER BockVaeue 



Cost 

Appraisal 

AS Appraised 

Equipment 

.$100,000 

$50,000 

$150,000 

Less: Allowance for depre¬ 




ciation 

40,000 

20,000 

60,000 

Balance 

$ 60,000 

$.30,000 

$90,000 


DISPOSAL OF DEPRE- Disposal of a depreciable asset on which 

appreciation has been recognized in the ac- 
HAS BEEN RECORDED counts calls for cancellation of the cost and 

appraisal increase balances relating to the 
property item as well as the revaluation surplus balance. Sale of the 
asset reported in the section above for $65,000, for example, is recorded 
as follows, a gain of $5,000 emerging from the sale of the asset whose 
depreciated cost was $60,000: 


Cash 65,000 

Allowance for Depreciation of Equipment 40,000 

Allowance for Depreciation of Equipment- 
Increase per Appraisal . 20,000 

Surplus from Revaluation of Equipment 30,000 

Equipment . . 100,000 

Equipment—Increase per Appraisal 50,000 

Gain on Sale of Equipment (or Earned Surplus) 5,000 


Examples in the preceding sections illustrated the procedures that 
are followed when appraisal increases are reported in separate accounts 
cost data thus being preserved in the original account balances. It 
may be observed that in the case of asset devaluations it would be 
possible to follow similar accounting, reductions in asset and asset 
valuation accounts being reported by means of separate offset or 
negative account balances, and original asset and valuation accounts 
continuing to reflect cost. 


DEPRECIATION AND The sharp increase in the price level in 

REPL^EMWT COSTS years has brought demands that ac¬ 

countants make basic changes in accounting 
for depreciation on plant and equipment. In general, such demands 
call for the recognition of depreciation on the income statement in 
terms of replacement values. This, it is claimed, will provide a “more 
accurate” statement of a company’s real earnings, and will also provide 
for the retention by the business of resources that are required to replace 
productive facilities. 

The Committee on Accounting Procedure of the American Institute 
in a letter to members of the Institute dated October 14,1948, indicated 
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that it had given extensive consideration to this problem and had con¬ 
cluded that, at that time, basic changes in accounting for plant and 
equipment were neither practicable nor desirable. The Committee 
felt, however, that all parties using reports should be made aware of 
the need for a business to retain sufficient earnings if it was to be able 
to replace productive facilities at current prices. This information 
could best be supplied, in the view of the Committee, by financial 
schedules, explanations, and footnotes accompanying financial state¬ 
ments prepared in their conventional forms. 

In an earlier bulletin on depreciation. Bulletin No. 33, issued in 
December, 1947, the Committee had taken a similar position. There, 
it had suggested that the contemplation of property replacements at 
a higher price level calls for the periodic appropriation of earnings and 
not for the recognition of higher depreciation charges. In support of 
cost depreciation, the Committee stated: 

. . . accounting and financial reporting for general use will best serve 
their purposes by adhering to the generally accepted concept of depre¬ 
ciation on cost, at least until the dollar is stabilized at some level. An 
attempt to recognize current prices in providing depreciation, to be con¬ 
sistent, would require the serious step of formally recording appraised 
current values for all properties, and continuous and consistent depre¬ 
ciation charges based on the new values. Without such formal steps, 
there would be no objective standard by which to judge the propriety 
of the amounts of depreciation charges against current income, and the 
significance of recorded amounts of profit might be seriously impaired. 

It would not increase the usefulness of reported corporate income 
figures if some companies charged depreciation on appraised values 
while others adhered to cost. The committee believes, therefore, that 
consideration of radical changes in accepted accounting procedure 
should not be undertaken, at least until a stable price level would make 
it practicable for business as a whole to make the change at the same 
time.' 


QUESTIONS 

1. What alternative procedures may be followed in the accounts upon 
determining that depreciation has been incorrectly estimated in past 
years? Evaluate each position. 

2. How would you recommend that fully depreciated properties be car¬ 
ried in the accounts when they are still being used by the business? 

3. What procedures must be followed in reporting income for tax pur¬ 
poses when it is found that: (a) depreciation taken on a property item 
in past periods was clearly inadequate; (b) the full cost of a property 
item has been depreciated but the item is continued in use. 

4. (a) What are ''emergency facilities’’ acquired under "certificates of 
necessity”? (b) What objections are made to the recognition of deprecia- 

^Accountivg Research Bulletin No. S3, “Depreciation and High Costs,“ December, 
1947 (New York: American Institute of Accountants), p. 268. 
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tion on the books consistent with the charges that are allowed in arriving 
at taxable income? (c) What positions have been taken by the American 
Institute of Accountants relative to (1) facilities fully written off and still 
in use and (2) facilities currently acquired? 

5. Revision of past depreciation and revision of account balances to 
conform to present appraised values are two aspects of the same problem, 
the accurate statement of balance sheet data. Do you agree? 

6. What are the arguments for and against the recognition of changes in 
plant and equipment values as a result of changes in the price level? 

7. (a) When, in your opinion, would the recognition of a revision down¬ 
ward in the cost of plant items be appropriate? (b) When would you sup¬ 
port a revision upward? 

8. Distinguish between (a) replacement value and sound value, (b) 
revaluation surplus and earned surplus, (c) appreciation and devaluation. 

9. How will changes from cost to appraisal values affect the charges to be 
recognized on asset use and disposal for income tax purposes? 

10. (a) Define quasi-reorganization, (b) Under what circumstances is 
such a readjustment considered appropriate? 

11. Officials of the Palmer Corporation insist that the appreciation of 
plant and equipment should be recorded as an increase in paid-in surplus 
since these assets were acquired originally in exchange for capital stock 
of the company. Evaluate this argument. 

12. Assuming that appreciation is recorded in the accounts, what are the 
arguments in support of (a) depreciation in terms of cost and (b) depre¬ 
ciation in terms of appraised value? 

13. The management of the Taft Corporation suggests that depreciation 
on assets that have been written up be recorded on the current higher 
replacement values in order to assure funds for the replacement of such 
assets at a higher price level. Comment on whether, in your opinion, 
this practice is necessary and sufficient in meeting the problem. 

14. Officers of the X Corporation feel that prices have reached a per¬ 
manently higher level and thus insist that depreciation on plant and 
equipment be recognized in terms of higher replacement costs if current 
earnings are to be accurately stated. Officers of the Y Corporation feel 
that prices are too high and will ultimately decline and thus insist that 
current revenue be charged with a part of the cost of a.^sets currently 
acquired if current earnings are to be accurately stated. How would you 
reply to each of these proposals? 

15. ''Should inflation proceed so far that original dollar costs lose their 
practical significance, it might become necessary to restate all assets 
in terms of the depreciated currency, as has been done in some countries.'^ 
(Committee on Accounting Procedure of the American Institute of Ac¬ 
countants in letter to membership of the Institute, October 14, 1948.) 
(a) Give arguments in support of the foregoing proposal, (b) What prac¬ 
tices are suggested in meeting the problems of adequate reporting in a 
period of advanced inflation short of the restatement of account balances? 
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EXERCISES 

1 . Machinery was acquired by the Morrison Co. on July 1, 1950, at a 

cost of $30,000, and was depreciated on an estimated 8-year life. On 
December 31, 1953, in reviewing account balances for purposes of making 
the adjustments for the past fiscal year, it was determined that the ma¬ 
chinery will probably have a 10-year life, (a) Assuming that the correction 
in past period estimates is to be made by revising depreciation charges 
for the remaining life of the asset, what entry would be made to record 
depreciation for 1953? (b) Assuming that account balances are to be 

corrected for past overdepreciation, what entries would be made to correct 
the accounts and to record depreciation for 1953? 

2. A concrete mixer costing $5,100 is estimated to have a trade-in value 
of $600 at the end of 6 years. When it is 4 years old, it is estimated that 
it will be useful for 4 more years and will have a scrap value as originally 
estimated at the end of that time. What are the entries at the end of the 
fourth year if it is decided to correct the allowance account on the basis of 
revised estimates and to record depreciation on the revised basis? 

3. The Winston Co. purchased land and an old building for $100,000. 
The land is estimated to be worth $80,000; the building is estimated to 
have a remaining life not to exceed 10 years. The building is used for 
5 years and is then completely remodeled at a cost of $60,000. It is 
estimated that the building should have a life of 20 years from the date 
of such remodeling. What entries are made for (a) purchase of land and 
building, (b) periodic depreciation, (c) cost of remodeling building, and 
(d) subsequent depreciation. 

4. The Brooks Corporation owns office equipment costing $6,000 that 
has been used for 5 years and that has been reduced to a book value of 
$1,200, the estimated trade-in value at this time. Because of a shortage 
of new equipment for replacement, the company s])ends $1,500 over¬ 
hauling the old equipment. It is assumed that this overhauling will prolong 
the life of the equipment by 3 years and that the trade-in value will remain 
the same, (a) What entry is made to record the expenditure? (b) What is 
the periodic depreciation subsequent to the expenditure? 

5. The Peroff Co. owns machinery acquired at the beginning of 1945 at a 
cost of $15,000; the asset is being depreciated on a 15-year iDasis. At the 
beginning of 1953, several major worn-out parts are replaced at a cost of 
$1,800. Worn parts are estimated to have had a cost basis equivalent to 
that of replacement parts; $60 is recovered from their sale as scrap. Give 
the entries to record (a) depreciation for 1952, (b) the replacement of 
worn parts at the beginning of 1953, and (c) depreciation for 1953. 

6. The Gardner Co. has a certain machine acquired at the beginning of 
1948 at a cost of $150,000 that is being depreciated on a 15-year life. 
Three operators are required for the machine, each being paid $3,000 
annually. At the beginning of 1953 it is found that a new machine is 
available that offers the same performance with only two of the above 
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operators required. The new machine sells for $50,000 and would have at 
least a 10-year life. The old machine can be sold for $5,000. Should the 
new machine be purchased? Give calculations to support your conclusions. 

7. The Williams Co. shows property and proprietorship accounts on 
January 1, 1953, as follows: 

Property Accounts Proprietorship Aix^ounts 


Plant and Equipment 

$1,650,000 

Capital Stock (par $10) 

$1,000,000 

Allowance for Deprecia¬ 


Paid-in Surplus 

150,000 

tion 

350,000 


— 


— 


1,150,000 


$1,300,000 

Less: Deficit 

200,000 




$ 950,000 


On January 5, stockholders authorize that th(^ propert v accounts be 
written down to their present worths as indicated by appraisal as follows: 

Plant and Equipment . $1,210,000 

Allowance for Depreciation ... 265,000 

$ 945,000 

They further authorize that both the deficit as reported on the books 
and the asset write-down be applied against existing jiaid-in surplus, and 
that any excess be applied against the capital stock account; 
capital stock outstanding is to be changed from $10 par to no-par. 
Give the entries that are required in recording the quasi-reorganization. 

8- Machinery, reported on the books at $30,000 with a depreciation al¬ 
lowance of $8,000 and an estimated life of 15 years, was appraised on 
January 1 and found to have a replacement value of $50,000 new and an 
estimated total life of 20 years. What entries would be made to record 
the appraisal? 

9. Machinery acquired on January 1, 1948, at a cost of $300,000 shows a 
depreciation allowance of $60,000 on January 1, 1953. On this date en¬ 
gineers and appraisers estimate that the machinery should have a remain¬ 
ing useful life of 25 years and a replacement value new of $450,000. (a) 
What entries should be made for the a])praisal? (b) What entries should 
be made to record depreciation on this asset for the year 1953 if operations 
are (1) charged with cost and (2) charged with appraised values? 

10 . The Anderson Co. acquired buildings at the beginning of 1945 at a 
cost of $100,000 and is depreciating them on a 50-year basis. At the begin¬ 
ning of 1953 an appraisal indicates that the buildings have a replacement 
value of $200,000 and a sound value of $160,000 based on a 40-year life. 
The appraisal is recorded in the accounts, and depreciation for 1953 is 
recorded at cost. On January 3, 1954, the buildings are sold for cash, 
$175,000. What entries would be made on the books of the Anderson Co. 
for 1953 and 1954? 
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PROBLEMS 

T7-1. The information that follows summarizes transactions of the W.P. 
Moore Co. relating to the acquisition of a machine for manufacturing: 


Jan. 3, 1944. 


Dec. 31, 1947. 


Jan. 3, 1950. 


July 7, 1953. 


Purchased machine for $10,000; was allowed a 5% discount 
for making cash payment. The machine is estimated to have 
a 5-year life; residual value is disregarded. 

The estimated life of the machine is revised from 5 years to 
8 years, and the effect of such revision is recorded in the 
accounts. 

Several major parts of the machine were replaced at a cost of 
$2,400; cost of such original parts is estimated at $2,000. 
Additional costs of $1,500 are incurred in overhauling the 
machine at this point, and it is estimated that replacements 
and overhauling costs will extend the life of the machine to 
10 years. 

The machine is scrapped, $60 being recovered on the salvage. 


Instructions: Give all the entries that would be made relative to machinery 
for the period 1944-1953, including the adjustments that are required at the 
end of each calendar year to recognize depreciation for the year. 


17-2. Four machines are found in the machine shop of the Wally Manu¬ 
facturing Co. at the beginning of 1953 as follows: 


Date Cost Including 

Machine Acquired Installation 


Estimated 

Useful 

Life 


Estimated 

Residual 

Value 


A 

Mar. 5, 1945 

$13,000 

B 

April 1, 1947 

8,000 

C 

June 20, 1949 

9,200 

D 

Nov. 6, 1950 

12,400 


10 yrs. $1,000 

10 yrs. 250 

10 yrs. 500 

12 yrs. 1,000 


During 1953 the following transactions relating to machines in this 
department are completed: 

Jan. 6. Machine A, which had not been operating satisfactorily, was scrapped, 
$800 being recovered on salvage. It was decided that the lives of 
Machines B and C probably would not exceed 8 years. In revising 
the depreciation on these machines, it was agreed that their scrap 
values would be negligible, and hence are to be disregarded. 

Jan. 18. Machine E was purchased for cash at a cost of $8,000. The new 
machine is estimated to have a life of 10 years and no scrap value. 
Feb. 11. Machine D was traded in for a larger machine costing $16,500. 

Machine D was accepted at a value of $8,500 for purposes of the trade- 
in, the balance of the purchase price being paid in cash. The new 
machine, to be referred to as Machine is recorded at $16,500. It 
is estimated to have a life of 10 years and a trade-in value of $1,500 
at that time. 


Instructions: (1) Give the journal entries that are required for 1953, in¬ 
cluding the adjustments at the end of the year (depreciation is calculated to 
the nearest month). 

(2) Prepare a schedule showing the cost, depreciation allowance balance, 
and book value of each machine on hand as of December 31, 1953. 
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17-3. The Gardner Co. o^s land and buildings that were acquired at a 
tax auction sale at the beginning of 1945. Account balances for this asset 
on January 1, 1950, appear as follows: 


Land. $15,000 

Buildings. $30,000 

Less: Allowance for depreciation. 7,500 22,500 


$37,500 

An appraisal of this proi)erty on this date indicated that the land was 
worth $35,000, that buildings had a sound value of $40,000, and that the 
asset should have a remaining life from this date of 20 years. A correction 
is made for depreciation of the past, and the appraisal is recorded in the 
accounts. On July 1, 1953, the company borrows $40,000, issuing a 5-year 
note secured by a mortgage on the property; interest at 6% is payable 
annually on July 1. On September 1,1953, the company sells the land and 
buildings for $72,500, the purchaser assuming the mortgage note and 
accrued interest and making payment in cash for the difference. 

Instructions: (1) Give the entry to record the asset appraisal on January 
1, 1950. 

(2) Give the entries to record depreciation in the years 1950-1952. (Opera¬ 
tions are charged with depreciation at cost.) 

(3) Give the entry to record the sale of property on September 1, 1953. 


17-4. The following account balances relating to plant and equipment 
appear on the books of the Brooks Corporation on December 31, 1953: 


Furniture and Fixtures. $ 45,000 

Allowance for Depreciation of Furniture and fixtures . $ 37,500 

Machinery. 240,000 

Allowance for Depreciation of Machinery . 96,000 

Buildings. 600,000 

Allowance for Depreciation of Buildings . 112,500 

Land. 90,000 


These assets have been carried at cost since their acquisition. With the 
exception of Building B, completed on January 1, 1949, at a cost of 
$300,000, all of the assets were acquired on January 1,1944. The company 
now wishes to show plant and equipment items at their present sound 
value. 

An appraisal firm submitted the following report on January 2, 1954: 


Furniture and Fixtures . 

Machinery. 

Buildings: A Constructed 1/1/44 . .. . 

B Constructed 1/1/49 . . . . 
Land. 


Replacement 

Present 

Value 

Depreciated 

(New) 

Value 

$ 56,250 

$ 18,750 

270,000 

135,000 

360,000 

270,000 

330,000 

288,750 

150,000 
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Instructions: (1) What is the estimated remaining life of the depreciable 
assets as determined from the appraiser’s report? 

(2) Prepare journal entries to give effect to appraisal values. 

(3) Prepare the plant and equipment section of the balance sheet showing 
appraisal values. 

(4) Give the adjusting entries for depreciation at the end of 1954, assum¬ 
ing that operations are charged with depreciation at cost. 

(5) Give the adjusting entries for depreciation at the end of 1954, assum- 
imjihat operations are charged with depreciation on the appraised values. 

17-5. /Upon its incorporation on July 1, 1949, the Harbor Manufacturing 

£lo. nurchased plant and equipment for cash as follows: ^ 

Estimated 

Cost Useful Life 


Land 

Buildings 

Machinery and Equipment 
Office Furniture and Fixtures 


$ 80,000 

150,000 50 years 

240,000 20 years 

15,000 12 years 


On January 2,1951, it was decided that the estimated useful lives used 

in calculating straight-line depreciation on plant items were excessive. 

Correcting entries and depreciation calculated on the basis of revised 

estimated lives as follows were authorized: ^ 

Revised Estimate 

OF Useful Life 


Buildings . . 40 years 

Machinery and Equipment 12 years 

Office Furniture and Fixtures 10 years 

On May 4, 1952, additional machinery was acquired at $60,000 less a 
5% discount for cash payment. Cost of freight in on the machinery was 
$2,000. Installation of machinery was completed at the end of June at a 
cost of $12,500. This machinery is estimated to have a 10-year life. 

At the beginning of 1953, an appraisal of plant assets was made by an 
outside appraisal firm. While no change was indicated in the lives of the 
assets, it was ascertained that reproduction costs of assets acquired in 
July, 1949, had increased by the following percentages: 


Land 

120% 

Buildings 

80% 

Machinery and Equipment 

80% 

Office Furniture and Fixtures 

50% 


It was authorized that such appraisal increases be reflected in the 
accounts and that depreciation be recorded on the basis of appraisal values. 

Instructiouii: (1) Give the journal entries relating to plant and equipment 
accounts for the period July 1, 1949, to December 31, 1953, including the 
entries for depreciation that are made at the end of each calendar year. 
(Assume that no changes are made in appraisal surplus balances at the end of 
each year, since dividends are to be limited to net income based on appraisal 
depreciation.) 

(2) Give the information that will appear in the plant and equipment and 
the appraisal surplus sections of the balance sheet prepared as of December 
31, 1953. 
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17-6, The Keller Co. shows account balances as follows as of January 1, 
1952: 





Estimated 



Date 

Useful 


Cost 

Acquired 

Life 

Machinery and Equipment.. 

. . $ 900,000 

1/1/42 

15 years 

Machinery and Equipment.. . 

420,000 

1/1/44 

15 years 

Buildings. 

. . 2,000,000 

1 /1/42 

40 years 

Land. 

. . 500,000 

1/1/40 



On this date, January 1, 1952, an independent appraisal company 
submits the following estimates with respect to asset values and asset 
lives: 

Replacement Estimated 
Value Remaining 
(New) Useful Life 

Machinery and Equipment: 

Acquired 1/1 /42. $1,500,000 10 years 

Acquired 1/1/44. 500,000 12 years 

Buildings. 3,000,000 40 years 

Land. 800,000 

It is authorized that asset appraisal values be recorded in the accounts 
at this time. However, depreciation for profit and loss purposes is to be 
calculated on the basis of original costs with useful lives as revised. 

On July 1,1952, a part of the land with an apportioned cost of $100,000 
and an appraised value of $160,000 is sold for cash at $185,000. 

At the beginning of 1953, machinery and equipment originally acquired 
on January 1,1942, with an apportioned cost of $30,000 and appraised at a 
replacement value of $50,000 as of January 1, 1952, is traded in for new 
equipment costing $100,000. $16,000 is allowed on the old equipment, the 
balance of the purchase price being paid in cash. The new equipment is 
recorded at its purchase price and is estimated to have a 20-year life. 

Instructions: (1) Give the entries relating to plant and equipment for the 
years 1952 and 1953, including the annual entries for depreciation that are 
required at the end of 1952 and 1953. 

(2) Give the information that will appear in the plant and equipment 
section and the appraisal surplus section of the balance sheet as of December 
31, 1953. • 

17-7. The Cripple Creek Sulphur Company, organized January 1, 1949, 
was formed to mine, refine, and .sell sulphur. To that end it secured a 
20-year lease on 500 acres of known sulphur deposits, referred to as Section 
A, and 500 acres of potential but undiscovered sulphur deposits, referred 
to as Section B. It was estimated after an engineers' survey that there 
were 5,000,000 tons of sulphur under Section A at the time of acquisition. 
Mine reports showed the number of tons taken out by years as follows: 
1949,260,000; 1950,300,000; 1951,500,000; 1952,800,000; 1953,1,000,000, 
of which 200,000 tons remained in stock pile. 
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The following statement is prepared by the company's bookkeeper: 


CRIPPLE CREEK SULPHUR CO. 
Balance Sheet 
December 31, 1953 


Cash. 

$ 500,000 

Current liabilities. 

in- 

Receivables. 

300,000 

eluding interest 

and 

Inventory of crude sul- 


taxes accrued. . . 

.. . $ 150,000 

phur at cost of mining 


Bonds payable . . . 

. .. . 300,000 

. . . 1,000,000 

and extraction (mar- 


Capital stock . . . . 

ket value $200,000). . 

180,000 

Surplus 

... . 610,000 

. .. . 230,000 

$2,290,000 

Leaseholds—at cost.. . 
Section A $500,000 
Section B 100,000 
Plant and equipment . . 
Development—Section A 
Prospecting—Section B . 

600,000 

460,000 

200,000 

50,000 

$2,290,000 

Profit and loss, 1953. 


— — 


— - — 


This statement is correct and all accounting requirements have been 
met, except that the company has never provided for amortization or 
depletion, since, in the words of the company’s president, ‘‘it had dis¬ 
covered from prospecting more new deposits than it mined." Nor has 
provision been made for depreciation or obsolescence of plant and equip¬ 
ment acquired January 1, 1949, which are estimated to have a useful life 
greater than the 20-year period of the leases and a scrap value of $50,000. 

The company had a survey made of Section B by competent engineers. 
This survey indicated sulphur deposits of 3,200,000 tons on January 1, 
1953, which were estimated to have a fair Value underground of 11 cents 
per ton. It was decided to increase the book value of the leasehold, now 
carried at $100,000, to that value. It was also decided that the company 
would charge the operations with depletion on the basis of the increased 
value, although this would not affect the depletion deductible for tax 
purposes. 

Of the total 1953 production of 1,000,000 tons, 400,000 tons were mined 
from Section B, all of which were sold in 1953. Prior to December 31, 
1953, the bookkeeper had written down developmental costs for Section A 
by $50,000, charging this amount to Surplus. 

Instructions: (1) Prepare journal entries setting up the proper allowances 
and making necessary adjustments to otlier accounts. 

(2) Prepare a columnar work sheet showing the changes caused by the 
adjustments. 

(3) Prepare a final balance sheet. (A.I.A. adapted) 

17-8. An old, established corporation, whose books have never before been 
audited by a public accountant, requests you to make an examination of 
its accounts as of December 31, 1953. 

As as result of your examination, you find the following items included 
in the accounts: 
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Debits: 

Appreciation of land . $ 800,000 

Appreciation of buildings oqo 000 

Trade-marks ... 2,000^000 

Treasury stock —5,000 shares (at par) . . . 250,000 

Credits: 

Reserve for depreciation on appreciation oi buildings $ 15,000 

Capital stock, consisting of 200,000 shares of $50 each 10,000,000 

Paid-in surplus arising from acquisition of treasury stock at 

less than par ‘ 70,000 

Surplus balance, including net earnings plus credits arising 
from book valuations of trade-marks, appreciation, etc., 
and after deduction for all dividends paid or declared 15,000 


You have convinced the officers that the values set up for appreciation 
of land, buildings, and Irade-marks should be eliminated and that the 
treasury stock should be canceled. Since there is insufficient sur])lus to 
absorb these adjustments, it has been suggested that they be made against 
the stockholders’ net equity and that new shares of no-par value be ex¬ 
changed for the present shares outstanding, on the basis of one new share 
for one old share. 

The plan has been duly approved by the stockholders and the change in 
capital has been properly authorized, effective ns of January 1, 1954. 

You are now requested to furnish the necessary (uitries to record the 
new setup in order to pr(‘])are and submit a balance sheet as of March 31, 
1954. In the period from December 31, 1953, to March 31, 1954, the net 
earnings from operations amounted to $40,000. No dividends were paid 
or declared. All the old shares outstanding have been exchanged for the 
new ones. 

Instructions: (1) Submit your adjusting journal entries, giving effect to 
the reorganization of capital, the elimination of all items of appreciation and 
intangibles, and the cancellation of treasury stock. 

(2) Show the amount ol the capital stock account at March 31, 1954, 
and the manner in uhich the account would be stated on the balance sheet at 
that date. 

(3) What is the balance in the surplus account at March 31, 1954? 

(4) What footnote, if any, would you place on the balance sheet sub¬ 
mitted as at March 31, 1954? (A.l.A. adapted) 

17-9. The Columbia Corporation had $105,000 of dividends in arrears 
on its preferred stock as of March 31, 1953. While retained earnings were 
adequate to meet the accumulated dividends, the company’s manage¬ 
ment did not wish to weaken its working cai>ital position. The manage¬ 
ment also realized that a portion of the fixed assets were no longer used or 
useful in their operation. Therefore, the following reorganization was 
proposed, which was approved by stockholders to be effective as of April 1, 
1953: 

(1) The preferred stock was to be exchanged for $300,000 of 5% debenture 

bonds. Dividends in arrears were to be settled by the issuance of $120,000 

of $10 par value, 5C' noncumulative preferred stock. 

(2) Common stock was to be assigned a value of $50 per share. 

(3) Goodwill was to be written off. 
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(4) Property, plant, and equipment were to be written down, based on 
appraisal and estimates of useful value, by a total of $103,200, consisting 
of an $85,400 increase in allowance for depreciation and a $17,800 de¬ 
crease in certain assets. 

(5) Current assets were to be written down by $10,460 to reduce certain items 
to expected realizable values. 

The condensed balance sheet as of March 31, 1953 was as follows: 

ASSETS 

Cash. $ 34,690 

Other current assets. 252,890 

Property, plant, and equipment. $1,458,731 

Allowance for depreciation. 512,481 

- 946,250 

Goodwill. 50,000 

$1,283,830 


LIABILITIES AND CAPITAL 

Current liabilities. $ 136,860 

Cumulative preferred stock ($100 par)*. 300,000 

Common stock (9,000 shares, no-par). 648,430 

Premium on preferred stock. 22,470 

Retained earnings. 176,070 


$1,283,830 


*$105,000 dividends in arrears. 


Instrvetions: (1) Prepare journal entries to give effect to the reorganiza¬ 
tion as of April 1, 1953. Give complete explanations with each entry and com¬ 
ment on any possible options in recording the reorganization. 

(2) Prepare a balance sheet as of April 30, 1953, assuming that net income 
for April was $10,320 after provision for taxes. The operations resulted in a 
$5,290 increase in cash, a $10,660 increase in other current assets, a $2,010 in¬ 
crease in current liabilities, and a $3,620 increase in allowance for depreciation. 

(3) In making an audit of The Columbia Corporation as of December 
31, 1953, you find that the following items had been charged or credited 
directly to Retained Earnings during the nine months since April 1, 1953: 


(a) A debit of $14,496 arising from an income tax assessment appli¬ 
cable to prior years. 

(b) A credit of $20,387 resulting from a gain on the sale of equipment 
that was no longer used in the business. This equipment had been 
written down by a $10,000 increase in the allowance for deprecia¬ 
tion at the time of the reorganization. 

(c) A debit of $7,492 resulting from a loss on fixed assets destroyed 
in a fire on November 2, 1953. 

(d) A debit of $13,500 representing dividends declared on common 
and preferred stock. 


For each of these items, state whether you believe it to be correctly 
charged or credited to Retained Earnings. Give the reasons for your con¬ 
clusion. If the item is not handled properly, prepare the necessary correcting 
entry. (A. I.A. adapted) 













Chapter 18 

I Intangible Assets and Deferred Chargei 


NATURE OF The difference between tangible and intangi- 

INTANGIBLE ASSETS n^jg g^gg^-g ]jgg jjj ^j^g phygigg] gnj nonphysical 

characteristics of the properties concerned. Tangible assets are physi¬ 
cally controlled and used by their owners; intangible assets are certain 
rights, privileges, and competitive advantages that accrue to their 
owners. From a legal point of view, such assets as shares of stock, 
bonds, and claims against customers are regarded as intangibles. For 
the accountant, however, the intangibles classification is limited to 
those noncurrent assets of an intangible nature that are employed in 
the business. These include patents, copyrights, frcnchises, trade¬ 
marks, trade brands, formulas and secret processes, goodwill, organiza¬ 
tion costs, leaseholds, and similar items. 

Intangible assets derive their value from tne fact that they con¬ 
tribute to the earnings of the business through the special advantages 
that they represent or the rights or the privileges that they afford. For 
example, those special advantages resulting from the skill of employees, 
ability of management, desirable location of a business, and good 
customer relationships are elements of a company’s goodwill. Special 
rights contributing to profits arise from the ownership of patents and 
copyrights. 

It has already been suggested that intangible assets are generally 
reported on the balance sheet under a separate heading. When all non- 
current properties that are used in the production of goods and serv¬ 
ices are listed under the heading of fixed assets, subheadings would 
be provided for fixed tangibles, consisting of plant and equipment 
items, and fixed intangibles, consisting of the intangible assets pre¬ 
viously mentioned. 


VALUATION OF 
INTANGIBLE ASSETS 


In general, valuation for intangible assets 
follows the standards employed for the tangi¬ 


ble group. Intangibles are normally recorded at cost. Cost would 
include all expenditures identified with the development or the pur¬ 
chase of the assets. When an intangible is acquired in exchange 


for an asset other than cash, the fair market value of the asset given 


in exchange or that of the intangible, whichever is more clearly de¬ 
terminable, is used to record the acquisition. When shares of stock or 


505 



506 


INTERMEDIATE ACCOUNTING 


[Ch. 18 


bonds are issued in exchange for intangibles, the market value of the 
securities issued or of the intangibles acquired must be determined in 
recording the exchange. Purchase of several intangibles or a combina¬ 
tion of tangible and intangible assets for one lump sum requires an 
allocation of cost to the various units acquired. 

Costs are reported for intangible assets only when certain expendi¬ 
tures can be related to their acquisition. No value should appear on 
the books, for example, for such items as goodwill built up over a period 
of years or a franchise acquired at no cost. However, when intangibles 
do not have an accountable cost but make significant contribution to 
the success of the business, reference on the balance sheet to such 
values by means of a parenthetical remark or note is appropriate. 

The accounting for intangibles subsequent to their acquisition 
depends upon the nature of the asset. The Committee on Accounting 
Procedure of the American Institute of Accountants classifies intangi¬ 
bles into two general groups as follows: 

(a) Those having a term of existence limited by law, regulation, or 
agreement, or by their nature (such as patents, copyrights, leases, 
licenses, franchises for a fixed term, and goodwill as to which there is 
evidence of limited duration). 

(b) Those having no such limited term of existence and as to which 
there is, at the time of acquisition, no indication of limited life (such 
as goodwill generally, going value, trade names, secret processes, sub¬ 
scription lists, perpetual franchises, and organization costs).* 

When a limited usefulness is indicated, as in the case of a class 
(a) intangible above, the asset should be written off over such limited 
life, its cost being assigned to those periods benefiting from its use. 
When an unlimited life is indicated, as in the case of a class (b) in¬ 
tangible, it is appropriate to carry the asset at original cost as long as 
it continues to make a contribution to the success and the profitability 
of the enterprise. Such procedures parallel those employed for tangible 
assets that are used in business operations; the cost of a building with 
a limited life is charged to operations over the useful life of the asset; 
land with an unlimited life and continued usefulness is carried forward 
at original cost. 

Intangibles With Limited Term of Existence. The process of assigning 
the cost of an intangible with a limited life to periodic revenue in some 
systematic manner is called amortization. Amortization of intangible 
assets, just as cost allocations for plant and equipment items, may be 
based on time or output factors. Benefits of an intangible cannot be 
assumed to continue beyond its legal life. When the useful life of an 

^Accounting Research Bulletin No. 2Ut “Accounting for Intangible Assets,“ December, 
1944 (New York: American Institute of Accountants), p. 195. 
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asset is considered to be less than the legal life, the useful life provides 
the basis for amortization. Cost amortization is recorded by a charge 
to expense and a credit to the asset, or, if preferred, to an asset valua¬ 
tion account. 

Intangibles are reported on the balance sheet at their cost after 
amortization has been subtracted, or at original cost less the valuation 
balance when amortization is accumulated separately. If a basis of 
valuation other than cost is used, full information concerning such 
valuation should be offered. 

The periodic amortization charge is reported as a manufacturing 
cost on the manufacturing schedule or as an operating expense on the 
income statement, depending upon the nature of the contribution 
made by the intangible. 

Intangibles Without Limited Term of Existence. In the case of in¬ 
tangibles with an unlimited or indefinite existence, partial or complete 
cost write-offs have been made as a result of: (1) the determination 
that the usefulness of such intangibles has become limited or has 
actually come to an end; (2) the adoption of a policy for the arbitrary 
reduction or elimination of such intangibles. 

A cost write-off for an intangible that has lost its original value 
through the limitation or the termination of its usefulness is fully 
justified. A partial write-off may be followed by periodic amortiza¬ 
tion of the balance of cost over an estimated remaining period of use¬ 
fulness. 

The arbitrary write-off of an intangible in the absence of indication 
of a loss of value is not supportable in theory. The write-off of an 
intangible that is making a continuing contribution to the success of 
the business unit is subject to the same criticism that can be made for 
the write-off of a tangible asset under the same circumstances. Not¬ 
withstanding such argument, arbitrary write-offs have been widely 
encouraged in practice on the grounds of conservatism. It is argued 
that the elimination of intangible items is desirable in offering a con¬ 
servative appraisal of financial condition, since intangibles stand the 
possibility of losing their usefulness and, furthermore, may prove of 
little or no value upon the sale of a business or its ultimate liquidation. 
The American Institute Committee on Accounting Procedure in 
Bulletin No. 24 discourages the arbitrary write-off of an intangible 
when the value of the asset is unimpaired, but it does not actually 
prohibit such practice in view of its wide general acceptance and 
approval. 

There is general agreement that when a partial or complete write¬ 
off of an intangible cost is made, such a charge should be absorbed by 
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earned surplus and not by paid-in surplus or other invested capital 
balances, since earned surplus is the terminus of all costs and revenues. 
When such a special charge is to be reflected on the income statement, 
it should not be considered as an operating expense but should be 
reported as an extraordinary charge in the lower section of the state¬ 
ment. The operating expense section of the income statement, then, 
shows charges for intangibles only when these can be related to the 
income of the current period; special charges are reported in the lower 
section of the income statement or on the earned surplus statement. 

The Committee on Accounting Procedure in Bulletin No. 24 recog¬ 
nizes the existence of a special problem with respect to those intangibles 
that are not considered to have an unlimited life but that do not indi¬ 
cate a limited life that would call for their reclassification as class (a) 
intangibles as defined earlier. Under such circumstances, the Com¬ 
mittee would accept amortization over a reasonable period by system¬ 
atic charges to operations. However, such procedure "... should be 
formally approved, preferably by action of the stockholders, and the 
facts should be fully disclosed in the financial statements.”* It further 
suggests that such amortization is within the discretion of the corpora¬ 
tion and is not to be regarded as obligatory. 

The entries that are required in recognizing decreases in intangible 
values are illustrated below. A regular charge to operations in recogni¬ 
tion of the current use of patents is reported in the first entry. A write¬ 
off of goodwill that is not regarded as an appropriate charge to current 
operating income is reported in the second entry: 


(1) 

Patents Expense 

1,500 



Patents 


1,500 

(2) 

Goodwill Write-Down Adjustment (or Earned 




Surplus) 

50,000 



Goodwill 


50,000 


The special accounting problems that arise in connection with spe¬ 
cific intangible assets are discussed in the following paragraphs. 

PATENTS A patent is an exclusive right issued by the 

United States Patent Office that enables an 
inventor to manufacture, sell, or otherwise control his invention for a 
period of seventeen years from the date of the grant. While patents 
are not renewable, the life of a patented article is frequently extended 
by obtaining new patents providing for improvements or changes. 
The patent may be used by its inventor, or its use may be granted to 
others imder royalty agreements. 

‘/bid., p. 196. 
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When a patent is developed, its cost includes such items as legal 
fees, patent fees, the cost of models and drawings, and other related 
experimental and developmental expenses. When a patent is pur¬ 
chased, the patent is recorded at cost by its new owner. The govern¬ 
ment gives the owner of the patent an exclusive right to control the 
use of the invention, but it does not protect him against its infringe¬ 
ment. The cost of successfully prosecuting or defending original 
infringement suits may be capitalized as a part of the cost of establish¬ 
ing the patent. In the event of unsuccessful litigation, both litigation 
costs and the costs of the patent would be written off as a loss. 

The legal life of a patent is used for amortization only when the 
patent is expected to have usefulnf^ss for its full legal life. The useful 
life of a patent is usually much shorter than its legal life because of 
factors of obsolescence and supersession. New and more efficient inven¬ 
tions, changes in the demand for certain products, or other conditions 
frequently result in loss in patent value. An estimated useful life ex¬ 
pressed in terms of years or in terms of units of product to be produced 
provides acceptable bases for patent cost amortization. 

The classification of the charge for patent amortization depends 
upon the nature and the use of the patent. A charge for patents used 
in the manufacturing process would be classified as a manufacturing 
expense; a charge for patents used in shipping department activities 
would be classified as a selling expense. 

COPYRIGHTS Copyrights are exclusive rights granted by 

the federal government to the author or the 
artist enabling him to publish, sell, or otherwise control his literary, 
musical, or artistic works. The right to exclusive control is issued for a 
period of twenty-eight years, with the privilege of renewal for another 
twenty-eight years. 

The cost assigned to a copyright consists of all of the charges relat¬ 
ing to the production of the work, including those required to establish 
the right. When a copyright is purchased, the copyright is recorded 
at cost by its new owner. 

The useful life of a copyright is generally considerably less than its 
legal life. It would be appropriate to write off costs of a copyright on 
the basis of the estimated total sales units relating to such rights; 
however, as a conservative measure, costs of a copyright are frequently 
written off against first revenues from this source. 

FRANCHISES A franchise is a grant by a governmental 

unit permitting the use of public properties 
for certain public benefits. These privileges are ordinarily associated 
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with public utility enterprises and may be granted for a specific number 
of years, for an indefinite period, or for perpetuity. 

When a franchise is acquired at no cost, an amount should not be 
assigned to the item even though it is of great value, but the nature of 
the grant should be disclosed on the accounting reports. When a sum 
is paid either to the granting body for certain privileges or to another 
corporation for rights that are taken over, the franchise is reported 
at such cost on the books of the party acquiring the rights. Legal fees 
and other expenditures incurred in obtaining a franchise are properly 
charged to the franchise account. 

When the life of a franchise is limited, its cost should be charged to 
the income of the periods that benefit from its use. When the life of a 
franchise can be terminated at the option of the granting authority, 
the cost is best amortized over a relatively short period. Costs of a 
perpetual franchise may be carried forward indefinitely as long as the 
franchise is of continuing value. When the cost of a perpetual franchise 
is arbitrarily reduced or written off, the charge should not be made to 
operations, since the cost does not relate to current income; instead, the 
write-off should be treated as an extraordinary charge or as a charge 
to earned surplus. 

TRADE-MARKS AND Trade-marks, together with trade names, 
TRADE NAMES distinctive symbols, labels, and designs are 

important to all companies that depend upon a public demand for their 
products. It is by means of such distinctive markings that particular 
products are differentiated from competing brands. In building up the 
reputation of a product, relatively large costs may be involved. The 
federal government enables a person or a business to protect such 
expenditures by registering trade-marks with the United States Patent 
Office. Prior and continuous use is the important factor in determining 
the right to use a particular trade-mark. The right to a trade-mark is 
retained so long as continuous use is made of it. 

When a trade-mark is developed, the cost of the trade-mark includes 
developmental expenditures such as designing expenses, filing and 
registry fees, and costs of successful litigation in connection with 
infringement suits. A trade-mark is recorded at cost when it is pur¬ 
chased. 

Since the life of a trade-mark is not limited, its cost may be carried 
forward until it is ascertained that there has been a loss in value. How¬ 
ever, cost is frequently written off over a relatively short period on the 
theory that changes in consumer demand may limit or terminate the 
life of the asset. 
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JSSil WOCEKES JfX f“S**' ” continuous ro- 

search for the improvement of processes and 
formulas and the development of new and improved products. General 
research costs are considered a part of regular manufacturing over¬ 
head, research being regarded as a continuing cost of keeping abreast 
of current technological advance. When research is directed to certain 
particular improvements, it is appropriate to capitalize costs identified 
with such projects. When these activities are successful, costs as. 
accumulated can be assigned to future periods that are the beneficiaries 
of such outlays. Improvements that are patentable are summarized 
and reported as patents; those that are not patentable but that offer 
exclusive benefits may be summarized and reported as formulas and 
special or secret processes. When activities directed to certain improve¬ 
ments prove unsuccessful, capitalized costs should be written off as a 
loss. Formulas and special processes are generally VTitten off over a 
relatively short period because their possible discovery by others may 
limit or destroy any advantage offered through their possession. 

Some companies follow the practice of charging all costs of research 
to operations, even when such research results m the development of 
valuable rights. Such a policy is defended on the grounds of balance 
sheet conservatism. However, when such practice is followed, the 
balance sheet may fail to disclose special processes and improvements 
of considerable value that make significant contribution to future 
business success; the income statement is freed from charges relating 
to past developments, but in turn may be burdened by charges that 
are applicable to future periods. 


GOODWILL Goodwill, in a general sense, is considered to 

arise from those special advantages connected 
with a going concern, such as its good reputation, capable staff and 
personnel, high financial standing, reputation for superior products and 
customer services, and favorable location. From an accounting point 
of view, goodwill is the ability of a business to realize above-normal 
profits as a result of these factors. By “above-normal profits” is meant 
a rate of return on a particular investment that is greater than that 
ordinarily necessary to attract new owners to that type of business. 


CALCULATION OF Goodwill is recorded on the books of a com- 

GOODWILL pg^jjy Qjjly when it is acquired through a 

purchase or otherwise established by a transaction. The latter condi¬ 
tion includes its recognition on the books in connection with a merger 
or a reorganization of a corporation, a purchase or a partial purchase 
of a business, or a change in the membership of a partnership. Recogni- 
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tion only under such circumstances assures an objective approach to 
the valuation of goodwill. To permit the recognition of goodwill on 
the basis of judgment and estimates by owners and other interested 
parties would open the doors to all manner of abuse and misrepresenta¬ 
tion. Goodwill reported on the balance sheet arises from a purchase or 
a contractual arrangement calling for its recognition; above-normal 
earnings can be pointed to by management and owners as evidence of 
the existence of further goodwill that has not found expression in the 
accounts. 

In the purchase of a going business, past profits ordinarily offer the 
best basis upon which to develop a specific value for goodwill. It is not 
these past profits, however, but similar prospective profits that are 
being purchased. The following points require special attention and 
analysis in the development of a value for goodwill: 

(1) Selection of profit periods to be used as a basis for analysis and pro¬ 
jection. 

(2) Elimination of the extraordinary items included in the past profits 
or losses. 

(3) Analysis of the trend and the uniformity ol past profits. 

(4) Estimate of the level of future profits. 

(5) Determination of the appropriate rate of return on the investment. 

(6) Valuation of business assets other than goodwill. 

(7) Use of estimated future profits and required earnings rates in arriving 
at a value tor goodwill. 

In considering past profits as a basis for projection into the future, 
reference should be made to those profits most recently experienced. 
Furthermore, a sufficient number of periods should be included in the 
analysis so that a fully representative measurement of business per¬ 
formance is available. 

Extraordinary and nonrecurring gains and losses that cannot be 
considered a part of normal activities are usually excluded from past 
profits or losses. Examples of such items include gains and losses from 
the sale of plant and equipment or investments, losses from fire or 
theft, and gains and losses from other unusual sources. 

The ordinary or normal profits from operations should be analyzed 
to determine their trend and uniformity. If the profits over a period of 
years show a tendency to decrease, an explanation should be sought, 
since this may indicate a continuing shrinkage in future profits. There 
may be greater confidence in future possible profits when profits have 
been relatively uniform in the past than when profits have fiuctuated 
widely from year to year. 

The past normal profits are used as a basis for estimating the earn¬ 
ings of the future. Business conditions, the business cycle, sources of 
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supply, demand for the product or services supplied, the price structure, 
competition, and other significant factors must be studied in developing 
data that will make it possible to convert past earnings into estimated 
future earnings. 

The normal profit rate that is used for the capitalization of income 
in order to determine goodwill depends on market conditions at the 
time the purchase is made, the type of business, and the risks involved. 

Before the calculation of goodwill, the value of the net assets other 
than goodwill should be determined. Assets at their current fair 
market values, less the amount of liabilities assumed, provide the net 
asset balance, and these data, together with estimated future earnings, 
are used in arriving at a purchase price for the business. 

The actual determination of the price to be paid for goodwill 
usually results from bargaining and compromises between the parties 
concerned. The price agreed upon for goodwill is the amount that 
is recorded on the buyer’s books. Such agreement, however, requires 
some basis from which to start bargaining. Several methods of arriv¬ 
ing at a goodwill figure are illustrated below. These are based upon 
the following information for Company A: 


Net earnings after elimination of extraordinary 

1949 

$140,000 

1950 

90,000 

1951 

110,000 

1952 

85,000 

1953 

115,000 

Total 

$540,000 


and nonrecurring items: 


Average annual earnings ($540,000^5), $108,000. 

Estimated annual future earnings, $100,000. 

Net assets as appraised on January 1, 1954, before recognizing goodwill, 
$1,000,000. (Land, buildings, equipment, inventories, receivables, 
$1,200,000; liabilities to be assumed by purchaser, $200,000.) 

The average annual earnings of $108,000 for the five-year period 
1949-53 was used in arriving at an estimate of the probable future 
annual earnings. It is assumed that an analysis of the assembled in¬ 
formation by the prospective purchaser suggests that future earnings 
may be conservatively estimated at $100,000 a year. 

(1) Capitalization of Average Net Earnings. The amount to be paid 
for a business may be determined by capitalizing expected future 
earnings at a rate that represents the desired return on the investment. ^ 

‘Capitalization of earnings as used here means the calculation of a principal value that 
will offer the stated earnings in terms of the required yield. 
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The difference between the amount to be paid for the properties thus 
obtained and their appraised value may be considered the price of 
goodwill. In the example, if a return of S' o is desired on the 
investment and earnings are estimated at $100,000 a year, a valuation 
of $1,250,000 is obtained ($100,000-^.08). Since net assets, before 
goodwill, are valued at $1,000,000, the difference between this amount 
and the price paid, $1,250,000, or $250,000, would be the cost assigned 
to goodwill. If a 10% return were required, net assets would be valued 
at $1,000,000 and there would be no goodwill on the purchase. 

(2) Capitalization of Average Excess Earnings. The foregoing 
method considered only earnings in the calculation of the amount to 
be paid for properties and goodwill. It would seem more reasonable, 
however, to consider the net assets to be transferred, as well as the 
earnings to accompany these assets, in the determination of the price 
to be paid. To illustrate, assume the following facts: 

Company A Company B 

Estimated annual future earnings.$ 100,000 $100,000 

Net assets as appraised. 1,000,000 500,000 

If the estimated earnings are capitalized at 8%, the values of both 
Companies A and B are found to be $1,250,000. The goodwill for Com¬ 
pany A is then $250,000, and for Company B, $750,000 as shown: 

, Company A Company B 


Total value (earnings capitalized at b%).... $1,250,000 $1,250,000 
Deduct net assets as appraised. 1,000,000 500,000 

Goodwill.$ 250,000 $ 750,000 


The foregoing calculations ignore the fact that the appraised value 
of the net assets identified with Company A exceeds that of Company 
B. Company A, whose earnings of $100,000 are accompanied by 
properties valued at $1,000,000, would certainly command a higher 
price than Company B, whose earnings of $100,000 are accompanied by 
properties valued at only $500,000. 

Satisfactory recognition of both earnings and asset contributions 
is generally effected by requiring a certain return on properties at their 
appraised values and capitalizing any estimated future earnings in 
excess of a reasonable return at a higher rate in support of a goodwill 
valuation. To illustrate, assume in the foregoing cases that 8% is 
considered a reasonable return on net assets acquired and that excess 
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earnings are capitalized at 20% in determining the amount to be 
paid for goodwill. Use of a higher capitalization rate on the purchase of 
goodwill is justified on the gi-ounds of the uncertainty and fluctuations 
in value of this asset, the inability to divorce this asset from the busi¬ 
ness as a whole for sales purposes, and the probability of its total loss 
in the event of liquidation. Amounts to be paid for Companies A and 
B acquired on the above basis are calculated as follows: 



Company A 

Company B 

Estimated annual earnings: 

Co. A—normal return at 8% on net 

$ ] 00,000 

$ 

100,000 

assets of $1,000,000. 

Co B—normal return at 8% on net 

80,000 



assets of $500,000. 



40,000 

Excess annual earnings. 

$ 20,000 

$ 

60,000 

Value of net assets offering return of 8% 
Value of goodwill: 

$1,000,000 

$ 

500,000 

Co. A - excess annual earnings of 

$20,000 capitalized at 20%. 

Co. B — excess annual earnings of 

100,000 



$60,000 capitalized at 20%,. 



300,000 

Total asset valuation including goodwill.. 

$1,100,000 

$ 

800,000 


Assuming that Company A is acquired for cash of $1,100,000, 
individual assets would be recorded on the books of the buyer at the 
appraised values, goodwill would be recorded at $100,000, liability 
accounts would be credited for the obligations a.ssumed, and cash would 
be credited for the amount paid. Goodwill, having been acquired by 
purchase, is properly reported as an intangible asset on the balance 
sheet of the purchaser. 

One frequently finds that payment for excess earnings is stated 
in terms of “years’ purchase” rather than in terms of capitalization at 
a certain interest rate. Capitalization of average excess earnings at 
20% is the same as payment for five years’ excess earnings (1.00 -5-.20, 
or 5); capitalization of average excess earnings at 25% is the same as 
payment for four years’ excess earnings (1.00-r .25, or 4); etc. 

When a lump sum amount is paid for a business in the absence of an 
analysis of respective asset acquisitions as illustrated, net assets other 
than goodwill still require appraisal, and the difference between the 
total of such assets and the purchase price is recognized as goodwill. 
Failure to recognize the payment for goodwill separately and the 
identification of such cost with depreciable assets will result in the 
overvaluation of the latter assets and in the misstatement of periodic 
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depreciation and net earnings. Failure to distinguish satisfactorily 
between costs of intangibles with a limited life and subject to amortiza¬ 
tion and those considered to have an unlimited life will result in similar 
misstatements of position and earnings. 

When capital stock is issued in exchange for a business, the value of 
the stock issued determines the consideration paid for the assets. Care 
must be exercised so that what in effect represents a discount on the 
stock is not reported as goodwill. For example, assume that 10,000 
shares of common stock, par $10, but selling on the market at 7J, 
are exchanged for assets valued at $60,000 before recognition of good¬ 
will. The purchase should be recorded as follows: 

Assets 60,000 

Goodwill 15,000 

Discount on Common Stock . 25,000 

Capital Stock 100,000 


GOODWILL ADJUST- It has been maintained that when goodwill 

acquisitIon acquired after sound and conservative de¬ 

termination and when its life is not limited, 
it should continue to be carried at cost indefinitely. This position is 
supported on the grounds that goodwill has an indeterminate life. 
Management, in the attempt to continue favorable operations, will 
maintain the value existing in the acquired goodwill. The intangible 
values originally obtained are considered to be perpetuated or sup¬ 
planted by new business advantages. 

It would seem that a stronger case can be made for the position of 
maintaining goodwill at original cost only so long as the advantages 
supporting its original recognition are continuing. With changes that 
suggest the impairment or the disappearance of the advantages rep¬ 
resented by goodwill, adjustments in this balance are just as appro¬ 
priate as those made in the case of other assets whose capacities to 
contribute to the production of future revenue have become limited 
or have disappeared. In applying the foregoing standards, a reduction 
in goodwill should be recognized as an extraordinary charge or as a 
decrease in earned surplus except when such charge is considered to 
relate to the revenue of the current period. 


In some instances goodwill may be considered to have a measurable 
life. Under such circumstances, the amortization of goodwill is just as 
appropriate as the amortization of other limited-life intangibles. For 
example, assume that $100,000 is paid for goodwill on the purchase of 
a business whose lease expires in ten years. If it is believed that the 
business will not continue beyond the life of the lease, goodwill benefits 
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are limited to a ten-year period, and the cost of the intangible is a 
proper charge to operations over this period. When goodwill is calcu¬ 
lated as the discounted present value of a certain number of years’ 
excess profits on the theory that profits will tend to decline as a result 
of competition, changes in the business cycle, and the exhaustion of 
other goodwill factors, it is possible to support a charge of goodwill 
to operations on some systematic basis during its estimated period of 
usefulness. 

While there is theoretical support for maintaining goodwill on the 
records indefinitely when its value remains unimpaired, the practice 
of writing off this intangible is widespread. Goodwill is frequently 
reduced periodically or written off in total upon its acquisition or at 
some later date. In instances where such arbitrary action is authorized 
by management, the charge should be reported as an extraordinary 
item. WTien goodwill, or any other intangible, is arbitrarily written 
off before the end of its useful life, asset and capital balances are 
misstated and the ratio of earnings to invested capital is distorted. 
Earnings appear to be more favorable than i-^. actually the case as a 
result of this “conservative” practice. 

A charge for the amortization or the write-down of goodwill is not 
allowed in calculating income for income tax purposes. Goodwill, 
for tax purposes, is regarded as an asset of permanent character. 

Goodwill is frequently listed on published balance sheets at one 
dollar. The explanation may be either of the following: (1) a company 
that has built up its own goodwill may have brought it on the books 
at this value in order to call the reader’s attention to its existence with¬ 
out inflating the asset and capital sections of the statement; (2) a 
company that has purchased goodwill has arbitrarily written it down 
to this nominal figure. Similar practices are frequently encountered 
with respect to patents, trade-marks, copyrights, and other intangibles. 

ORGANIZATION When a corporation is formed, certain ex- 

penditures, such as those for legal fees, pro¬ 
motional expenses, stock certificate costs, underwriting fees, taxes, and 
incorporation fees, are incurred. Such expenditures may be considered 
to provide benefits that accrue to more than just the first fiscal period. 
This would support the capitalization of these items. Further, the 
recognition of such expenditures as expenses at time of organization 
would commit a corporation to a deficit before it actually began normal 
activities. This factor, too, encourages the practice of capitalization 
of initial costs of organization. 
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Expenditures relating to organization may actually be considered 
to benefit the corporation during its entire life. Thus, when the life of 
a company is not limited, there is support for carrying costs as an in¬ 
tangible asset permanently. On the other hand, costs of organization, 
in the absence of a disposal value, must be applied to revenue before 
the ultimate profit emerging from business activities is determinable. 
This approach has led to the widespread practice of writing off the 
asset, in many instances within a relatively short period such as three 
to five years from the date of corporate organization. Such cost amorti¬ 
zation, when not assignable to current operations, is preferably re¬ 
ported as an extraordinary charge or as a charge to earned surplus. 

For income tax purposes, organization costs, like goodwill, are 
viewed as an intangible asset of permanent character; deductions for 
amortization or the write-off of this asset are not allowed in arriving at 
taxable income. 

It is sometimes suggested that operating losses of the first few 
years should be capitalized as organization costs or as goodwill. It is 
argued that such losses cannot be avoided in the early years when the 
business is being developed, and hence it is reasonable that later years 
should absorb such initial losses. Although losses may be inevitable, 
to report such losses as intangibles will result in the overstatement of 
assets and owners’ capital. Such practice cannot be supported. 

LEASEHOLDS AND Leaseholds arise when the use of property is 
L^SEHOLD IMPROVE- acquired for a number of years through terms 

of a tenure contract called a lease. The terms 
of the lease and the use or the disposition of the property by the lessee 
usually determine the accounting procedure to be followed in connec¬ 
tion with the lease. If the property is used by the le.ssee in his regular 
operations and if rentals under the lease are paid periodically when due, 
the leasehold need not appear on the lessee’s books. Periodic rentals 
under the lease are charged by the lessee to operating expense for the 
period covered by each installment. 

While the possession of a lease with periodic rentals calls for the 
recognition of neither asset nor liability balances, it nevertheless con¬ 
fers special advantages and creates certain obligations during its life¬ 
time. When such factors are considered of particular significance, 
whether favorable or unfavorable, they must be brought to the atten¬ 
tion of the reader of the financial statements if he is to be fully informed 
on financial matters. Disclosure under such circumstances should be 
made by an appropriate note on the statement. The Institute Com¬ 
mittee on Accounting Procedure recommends disclosure of the follow- 
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ing data when material under the circumstances: “(1) the amounts of 
annual rentals to be paid under such leases with some indication of the 
periods for which these are payable, and (2) any other important 
obligation assumed or guarantee made in connection therewith.”' It 
further suggests that the above information should be given not only 
in the year in which the transaction originates, but also as long there¬ 
after as the amounts involved are material. 

There are certain circumstances under w'hich a leasehold may call 
for entries on the books. These situations include the following: 

(1) The lessee may be required to pay a certain lump sum amount as ad¬ 
vance rental or bonus at the time the lease is first negotiated. Such an 
amount is properly capitalized and is assigned as expense to the appropriate 
operating periods. 

(2) The lessee may sublease the property to another party at a rental 
in excess of that payable under the original lease. If the payment of the 
rental under the sublease is adequately secured both by the earning power of 
the sublessee and by improvements made by the sublessee, the original 
lessee may show the leasehold on his books. The value at which the leasehold 
may be carried is the discounted value of the excess rentals leceivable under 
the sublease. Under these circumstances the value of the leasehold must be 
amortized over the period covered by the sublease. This procedure is followed 
particularly when the leasehold is to serve as the basis for the extension of 
credit. 

Leasehold improvements arise when property has been leased and 
additions, improvements, or alterations are made by the lessee. Such 
improvements are identified with the original property and accrue to 
the owner at the expiration of the lease. The lessee, however, enjoys 
the use of such changes throughout the period of the lease. Under such 
circumstances, improvement costs are appropriately recorded by the 
lessee as leasehold improvements, regarded as an intangible asset, and 
this balance may then be written off to operations over the life of the 
benefits. 

Ordinarily, the amortization of leasehold improvements is based on 
time factors. Since leasehold improvements revert to the lessor upon 
termination of the lease, the useful life of the improvements to the 
lessee is limited to that of the lease and hence their costs should be 
amortized over the lease period. For example, assume that an improve¬ 
ment estimated to have a 25-year life is completed when a lease has 
only 20 years more to run. Since the property will revert to the lessor, 
the improvement has only a 20-year useful life to the lessee. If the 
improvement has a life that is shorter than the lease, both lease and 
lease improvement costs are spread over their own respective life 

'Accounting Research Bulletin No. 38, "Disclosure of Long-Term Leases in Financial 
Statements of Lessees,” October, 1949, (New York: American Institute of Ac- 
countants), p. 292. 
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periods. When leaseholds include renewal options, improvements 
would still be amortized over the life of the original period. Such a 
practice is appropriate in view of the uncertainty of the lease extension. 
Failure to continue occupancy for the original term of the lease will 
call for recognition of a loss arising from the unamortized leasehold 
balance. 

It is sometimes provided that the lessor, upon the termination of 
the lease, shall pay a certain amount for leasehold improvements turned 
over to him. The amount to be paid may be an arbitrary price agreed 
upon beforehand, the depreciated book value of the property, or the 
appraised value of the property at time of transfer. When such a pay¬ 
ment is involved, the amount to be charged to operations by the 
lessee is the cost of the improvements less the estimated amount re¬ 
coverable upon termination of the lease. 

In certain instances a lease arrangement may represent, in effect, 
an installment purchase of property. This would be the case, for ex¬ 
ample, when property is subject to purchase for a nominal sum upon 
conclusion of the lease, or when it is provided that periodic rentals 
may be applied to a purchase price for the leased property. While it 
may be argued that in the absence of a purchase there is no need to 
report the property item or an obligation for such property, the Insti¬ 
tute Committee on Accounting Procedure in Bulletin No. 38 is of 
the opinion “that the facts relating to such leases should be carefully 
considered and that, where it is clearly evident that the transaction 
involved is in substance a purchase, then the ‘leased’ property should 
be included among the assets of the lessee with suitable accounting 
for the corresponding liabilities and for the related charges in the in¬ 
come statement.”' 

DEFERRED CHARGES Noncurrent assets in the form of invest¬ 
ments, plant and equipment, and intangibles 
have been described in previous pages. A fourth subdivision of non- 
current assets is found in the deferred charges group. This group 
consists of certain other expenditures for services or benefits that are 
allocable to the income of a number of fiscal periods. 

The cost of issuing bonds, including printing, underwriting, and 
promotion fees, may be capitalized as a deferred charge and written off 
over the life of the bond issue that benefits from such outlays. When 
bonds of a corporation are issued at less than face value, the bond 
discount is usually combined with the costs of issuing bonds and in¬ 
cluded among the deferred charges. The accounting procedures to be 


Ibid,, p. 293. 
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followed in recording and amortizing bond discount and expense are 
found in the next chapter. 

Costs of extensive repairs, moving, and rearrangement of existing 
machinery and equipment are sometimes deferred and charged to the 
operations of several periods. Such procedure is not objectionable if 
future periods benefit from the expenditures and full disclosure is 
made of the nature of the deferred item on the balance sheet. When 
the costs mentioned are capitalized, they should normally be amortized 
over a reasonably short period in view of the possibility of future 
improvements and rearrangements. 

It is sometimes suggested that expenditures relating to an unusually 
extensive advertising campaign should be capitalized and written off 
during subsequent periods, since later periods continue to benefit from 
current expenditures. However, since the benefits of advertising may 
prove short-lived and since similar expenditures may Ix' required in 
following years to perpetuate the benefits acquired through advertis¬ 
ing, it is advisable to charge all of such costs to current operations. 

Experimental, developmental, and improvement costs, when these 
are not appropriately chargeable to plant and equipment or intangible 
assets and are considered properly chargeable against future revenues, 
may be recorded as deferred items. In reporting such balances among 
deferred charges, a full description of the nature of the charges should 
be provided, together with an explanation in note form in support 
of the policy of deferral. In the event of any doubt as to future benefit 
and allocability, such expenditures should be charged to current opera¬ 
tions. Losses such as may ari.se from operations of early years, from 
catastrophes, or from other extraordinary sources, should under no 
circumstances be deferred, even though their recognition results in a 
deficit on the balance sheet. 


SHORT-TERM While short-term deferred expenses may be 

DEFERRED EXPENSES considered as current or working capital 

items, it is still common practice to list these within the deferred 
charges section on the balance sheet. Assets that fall m the category 
of short-term deferred expenses include prepaid insurance, rent, taxes, 
advertising, royalties, deferred interest expense, and various supplies 
on hand. A detailed discussion of the methods of accounting for de¬ 
ferred expenses was presented in Chapter 4. 

The bases of cost allotment to operations for short-term deferrals 
are similar to those involved in the case of long-term deferrals. The 
method to be used in each case depends upon the type of deferred 
item involved. Assets that have a definite service life, such as prepaid 
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insurance and rent, are charged to operations on a prorata time basis. 
Supplies and similar assets are charged to operations on the basis of 
consumption. A number of special problems arise in connection with 
accounting for insurance on business properties. Because of the im¬ 
portance of insurance in business, the remaining pages of this chapter 
are devoted to a detailed discussion of this matter. 

INSURANCE The various costs for insurance protection 

extending beyond a year may be recorded as 
assets when expenditures are made. Periodically, the asset balances 
are reduced by the amounts of insurance that have expired. 

Of all the various types of protection provided by insurance, fire 
is probably the most universal business risk covered. Fire insurance 
policies are usually written in $100 or $1,000 units for a period of 1,3, or 
5 years. Since there is some saving in premium payments covering a 
longer period, the policies are customarily written for 3 or 5 years, 
with the entire premium payable in advance. 

The amount of the premium depends on the conditions in each 
particular case. Some of the factors considered in setting a premium 
rate are type, location, use, and protection afforded the property being 
insured. By type is meant the material used in the construction of the 
property. In location, the surroundings, such as the distance between 
properties and the general hazards of the area, are considered. Use 
refers to the nature of the work being carried on. Protection includes 
consideration of the safety devices avaikble, such as automatic sprink¬ 
lers and the proximity and efficiency of the fire-fighting equipment. 

The insurance contract may be canceled by either the insurer or 
the insured. If it is canceled by the insurance company, a refund is 
made on a prorata basis. When the policyholder cancels the policy, 
a refund may be made on what is known as a “short-rate” basis that 
provides for a higher insurance rate for the shorter period of coverage. 

COINSURANCE A coinsurance clause is frequently written 

into a policy by the insurance companies to 
offset the tendency on the part of those buying insurance protection 
to purchase only the estimated minimum coverage. A business with 
assets that are worth $100,000, for example, may estimate that any 
single loss could not destroy more than one half of these assets. On the 
basis of this estimate, the business might consider itself adequately 
protected by insurance of $50,000. With an 80% coinsurance clause, 
however, it would be necessary for the business to carry insurance up 
to 80% of the value of the property, or $80,000, if any loss up to $80,000 
is to be fully paid by the insurance company. 
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The standard coinsurance clause form reads as follows: 

“It is expressly stipulated and made a condition of the contract 
that, in event of loss, this company shall be liable for no greater 

proportion thereof than the amount hereby insured bears to_per cent 

of the actual value of the property described herein at the time when 
such loss shall happen, nor for more than the proportion which this 
policy bears to the total insurance thereon.” 

In attaching this clause to an insurance policy, the agreed per¬ 
centage is inserted in the blank space provided. Assuming that 80% 
is inserted in the clause, this indicates that the insurance company 
will pay the full amount of a claim, up to the face of the policy, only 
if the insurance coverage equals 80% of the value of the property at 
the time of the loss. When less than the stipulated percentage of 
insurance is carried, the insured shares in the risk along with the insur¬ 
ance company. 

To illustrate the calculation of the amount to be paid on a claim 
arising under a policy that does not meet the coinsurance requirement, 
assume the following: assets are insured for $70,000 under a policy con¬ 
taining an 80% coinsurance clause. On the date of a fire, assets have 
a fair market value of $100,000. Since the policy does not meet the 
coinsurance requirement, any loss will be borne by the insurance 
company and M by the policyholder; however, the total loss to be 
absorbed by the insurance company is limited in any case to $70,000, 
the face of the policy. A fire loss of $18,000, for example, would be 
divided as follows: 

(a) $70,000 = face value of the insurance policy. 

(b) $80,000 = coinsurance requirement (80% of the value of assets of 

$ 100 , 000 ). 

(c) $10,000 = difference between the face value of the policy and the 

coinsurance requirement. 

Share of loss to be borne by the insurance / , OOO 

company: X $48,000 = $42,000 

Share of loss to be borne by the policy- / qqa 

Total loss $48,000 


The same principles may be applied to a loss greater than $70,000, 
the face of the policy; however, the loss to be absorbed by the in¬ 
surance company is limited to the face of the policy. Assume the same 
facts as above but a $75,000 loss. Application of the formula results in 
the following: 
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Share of loss to be borne by the insurance nn nnn 

company: X $75,000 = $65,625 

Share of loss to be borne by the policy- i a aaa 

holder; X $75,000 = 9,375 

Total loss $75,000 

In the above example the formula results in a correct allocation, 
since the company’s share is still less than the face of the policy. How¬ 
ever, assume a loss of $90,000. The following calculations are made: 

g^"xm«00-»78,750 

11,250 

Total loss $90,000 

In this case the insurance company does not pay the amount de¬ 
termined by the allocation, since its risk is limited to $70,000, the 
face value of the policy. The division of the loss, then, is as follows: 


Share of loss to be borne by insurance company. $70,000 

Share of loss to be borne by policyholder. 20,000 

Total loss. $90,000 


When the insurance coverage is equal to or greater than the per¬ 
centage required by the coinsurance clause, the formula need not be 
applied, since any loss is paid in full up to the face value of the policy. 
It is important to note that coinsurance requirements are based not 
on the cost or book value of the insured property but upon the actual 
value of the property on the date of a fire. If coinsurance requirements 
are to be maintained, a rise in the value of insured assets requires that 
increased insurance coverage be acquired. 

The following general rule may be stated with respect to fire in¬ 
surance: The amount of the claim to be paid by the insurance com¬ 
pany will be the lowest of the following amounts: 

(1) The amount allocable to the insurance company as a result of the 
application of the coinsurance formula to the fire loss. 

(2) The face value of the policy. 

(3) The amount of the loss. 

When several policies cover a single piece of property, recovery of 
a portion of the loss is made under each policy. Collections on each 
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policy are made in accordance with the part that the policy represents 
in terms of the total insurance carried or the total insurance require¬ 
ments per policy, whichever is higher. To illustrate, assume a fire 
loss of $20,000 on buildinp valued at $100,000. Insurance policies are 
carried as follows: with Co. A, $60,000; with Co. B, $15,000. 


(a) Assuming that policies have no coinsurance clauses: 
Recoverable from: 

Co. A- 60,000 (policy) , , ^20,000 Uoss) 

75,000 (total policies) 

Co. B -15,^00 (policy) ^ ^20,000 (loss) 

76,000 (total policies) 


= $16,000 

= 4,000 

$20,000 


(b) Assuming that each policy includes an 80% coinsurance clause: 
Recoverable from: 

Co. A — 60,000 (p olicy)_ X $20,000 (loss; = $15,000 

80,000 (coinsurance requirement) 

Co. B — 15,000 (policy) _^_ X $2 J,000 (loss; = 3,750 

80,000 (coinsurance requirement) — - 

$18,750 


(c) Assuming that coinsurance clauses are as follows: Co. A, 90%; Co. B, 80%: 
Recoverable from: 

Co. A — 60,000 )(pohcy)^_X $20,000 (loss) = $13,333 

90,000 (coinsurance requirement) 

Co. B — 15,000 (policy)^ _ X $20,000 (loss) = 3,760 

80,000 (coinsurance requirement) _ 

$17,083 


ACCOUNTING FOB In the event that a fire occurs and journal 

FIRE LOSS and ledger records are destroyed, account 

balances to the date of the fire will have to be reconstructed by means 

of X best available evidence. As the first step m summanzmg the 

fire loss, books as maintained or as reconstructed 

the date of the fire. With accounts brought ‘If 

now be summarized in a fire loss account. The fire loss accost is 

debited for the adjusted book value of property destroy ^UmtulS 
tor (1) amounts recoverable from insurance companies and (2) amounts 
^ovS from any salvage. The balance of the account is recognized 
sT::: e^rdinary loss and is closed into fte pro« and loss account 
or directly to earned surplus at the end of the period. 
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A number of special problems are encountered in arriving at the 
charges to be made to the fire loss account. When merchandise is 
destroyed by fire, the estimated cost of the merchandise on hand at the 
time of the fire must be determined. When perpetual inventory records 
are available, the goods on hand may be obtained from this source. In 
the absence of such records, the inventory balance is generally arrived 
at by the gross profits method. Sales to the date of the fire are reduced 
to cost of goods sold by subtracting the estimated gross profit on 
sales; the sum of beginning inventory and purchases (the goods avail¬ 
able for sale) less the estimated cost of goods sold gives the estimated 
inventory on the date of the fire. This balance may be set up by a 
charge to the inventory and a credit to the profit and loss account. The 
inventory total or portion destroyed by fire may now be transferred 
to the fire loss account. When depreciable assets are destroyed, the 
book values of the properties are brought up to date and these balances 
in total or in part are then transferred to the fire loss account. 

Insurance expired to the date of the fire is recorded as an expense 
of normal operations. The balance in the prepaid insurance account 
after this adjustment is continued as an asset because, under modern 
insurance policies, each policy remains in force and continues to offer 
original protection against loss upon the repair or the replacement of 
the properties which were damaged or destroyed. If a business does 
not plan to replace the damaged or destroyed assets, it may cancel a 
part or all of a policy and receive cash for it on a short-rate basis. The 
difference between the book value of the prepaid insurance and the 
amount received on the short-rate basis is a loss from insurance cancel¬ 
lation brought about by the fire, and is recorded as an addition to the 
fire loss balance.' 

To illustrate the accounting for a fire loss, assume the facts that 
follow. J. J. Bailey, a retailer, suffers a fire loss after the close of busi¬ 
ness on March 31, 1954. Assets destroyed and amounts recoverable 
from insurance and salvage are summarized below: 


Item Loss — Book Values Amounts Recoverable 


Inventory 


Entire inventory, estimated to Salvage goods valued at. $ 1,400 

have a cost of $18,000 Policy carried. 12,500 

Amount recoverable 

from insurance company: 

full amount. 12,500 


^Under policies written in some states, payment of a policy may serve to cancel that 
portion of the policy paid on the theory that the insurance company has met such 
claim obligations on the policy. When this is the case, any unexpired insurance bal¬ 
ance applicable to the portion of the policy collected should be written off as an addi¬ 
tion to the fire loss account. 
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_ Loss Bo ok Values Amounts Recoverable 

Equipment One third of equipment: Policy carried. $ 6,000 

Cost of equipment .. $15,000 Value of equipment, date 
Allowance for of fire, as agreed by in- 

depr., 1/1/54 $9,000 sured and insurer. 7,800 

Add depr, at Amount recoverable 

10% for 3 mo. 375 9,375 from insurance company: 

-!_ix $7,800. 2,600 

$ 5,625 


Book value of portion lost: 

Cost: ix $15,000.. $ 5,000 

Allowance: i X $9,375 3,125 

Fire loss: asset book 
value. $ 1,875 


Buildings One fourth of buildings: Policy carried ... $35,000 

Cost of buildings .. $32,000 Value of buildings, date 
Allow, for de* of fire, as agreea by in- 

preciation, sured and insurer .... 32,000 

1/1/54. $4,000 Amount recoverable 

Add denrecia- from insurance company: 

tion at 2i% ix $32,000. 8,000 

for 3 months 200 4,200 

$27,800 

Book value of portion lost: 

Cost: lx$32,000 $ 8,000 

Allowance 1 x $4,200. 1,050 

Fire loss: asset book 
value. $ 6,950 


When a number of adjustments must be made, a work sheet is 
prepared to summarize activities to the date of the fire and the loss 
resulting from the fire. A work sheet prepared for J. J. Bailey as of 
March 31 is illustrated on pages 528 and 529. The work sheet illus¬ 
trated provides two pairs of columns for data required to bring accounts 
up to date: one pair of columns gives the adjustments required in 
summarizing normal activities to the date of the fire, March 31; the 
second pair of columns gives account changes resulting from the fire. 
It would be possible to summarize both types of data in a single pair 
of columns. 

The adjustments and the entries to record the fire loss as reflected 
on the working papers and as they would appear in the journal are 
listed on pages 529, 530, and 531. 

Explanations are not shown with the journal entries to save space; 
each entry in the journal, however, would require appropriate explana¬ 
tion, together with data used in arriving at amounts reported in the 
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J. J 
Work 
March 31, 




Irial Baiancf 
March il 

AdJI BTMfcNTS 

AH Oh March 11 


Dr 

Cr 

Dh 

Cr 

1 

Cash 

3,450 




1 

2 

Trade Receivables 

6,600 




2 

3 

Inventory 

12,250 


(b) 18,000 

(a) 12.250 

3 

4 

Prepaid Insurance .... 

1,020 



(c) 165 

4 

5 

Equipment 

15,000 




5 

6 

\llow for Depreciation — Equip 


9,000 


(d) 375 

6 

7 

Buildings 

32,000 




7 

8 

Allow, for Depreciation — Bldgs 


4,000 


(e) 200 

8 

9 

Land 

18,500 




9 

10 

Trade Payables 


6,050 



10 

11 

J. J Bailey, Capital 


72,350 



11 

12 

Sales 


53,250 



12 

13 

Purchases 

42,250 




13 

14 

Expenses 

13,580 


(c) 165 

(f) l’')0] 

14 

15 




(d) 375 

( 

15 

16 




(e) 200 


16 

17 




(g) 710 

J 

17 

18 


j 144,650 

144,650 



18 

19 

Profit and Loss 



(a) 12,250 

(b) 18,000 

19 

20 

Miscellaneous Prepaid Expenses 



(f) 3)0 


20 

21 

Miscellaneous Accrued Expenses 




(g) 710 

21 

22 

Fire Loss 





22 

23 

Loss — Inventory 





21 

24 

Loss — Equipment 





24 

25 

Loss — Buildings 





25 

26 

Insurance Recovery—Invintoi\ 





26 

27 

Insurance Recovery — Equip. 





27 

28 

Insurance Recovery — Bldgs. 





28 

29 

Salvage Recovery—Inv( ntoi v 





29 

30 

Recoverable from Ins. Cos 





10 

31 






31 

32 






12 

33 

Salvage Goods 





33 

34 




32,050 

32,050 

34 

35 

Net Decrease in Capital 





35 

36 






36 


entries. After these entries are posted to the ledger, the fire loss account 
will show a debit balance of $2,325, the same as that summarized on 
the work sheet. Statements prepared from the work sheet for J. J. 
Bailey appear on pages 530 and 531. 

Adjustments may be transferred to the ledger, but nominal accounts 
may be left open and transactions for the remainder of the fiscal period 
recorded therein. At the end of the period, then, nominal accounts will 
reflect activities for the entire fiscal period and statements can be 
prepared summarizing activities in the usual manner. Any differences 
that are found during the period between amounts originally stated to 
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Shhbt 

1954 


Entrieb to Record 
1 IRE Loss 


Promt and I oh« 

3 Montem I NDH) March M 


Balance Sheh 
March 31 


(i) 3,125 

(j) 1.050 


(h) 18,000 

(i) 5,000 

(j) 8,000 


3 

4 

5 

6,250 6 

7 

8,150 8 

9 

6,050 10 
72,350 11 


19 

20 

710 21 


12,500 
2,6001 
8,000 
1,400 J 


(k) 12,5001 




21,100 


(1) 2,600' 






(m) 8,000 J 




1,400 


(n) 1,400 






55,500 

o5,500 

7],50> 

71,2 30 

88,25) 

88,510 

— 

_ . — 


255 

255 




71,505 

71,50 3 

SS,3l0 

88,510 

— 



—^=r-_=r- - 


1 



be recoverable from insurame and amounts actually recovered should 
larged or credited to the lire loss account, thus correcting this 
balance to the loss actually sustained 


Entries to Adjust Accounts 

(a) Profit and Loss 

Inventory 

(b) Inventory 

Profit and Loss 

(c) Expenses 

Prepaid Insurance 


12,250 

18,000 

165 


12,250 

18,000 

165 
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(d) Expenses 

Allowance for Depreciation - Equipment 

376 

375 

(e) Expenses 

Allowance for Depreciation — Buildings 

200 

200 

(f) Miscellaneous Prepaid Expenses 

Expenses 

350 

350 

(g) Expenses 

Miscellaneous Accrued Expenses 

710 

710 


J J BAILEY 
Balance Sheet 
March ‘il, 1954 


Assets 




Current assets 

Cash 

Trade receivables 

Estimated amount recoverable from insurance companies 
Salvage goods 

Prepaid insurance 

Miscellaneous prepaid expense 


$ 3,450 
6,600 
23,100 
1,400 
8 j5 
350 

$35,755 

Plant and equipment 

Equipment 

Less Allowance for depreciation 

$10,000 
6,2 >0 

$ 3,750 


Buildings 

Less Allowance for depreciation 

o o 

Oi-H 

20,850 


Land 


18,500 

43,100 

Total assets 



$78,855 

Liabilities and PROPUirToiisiiip 



Liabii ities 




Current liabilities 

Trade paj ables 

Miscellaneous accrued expenses 


S 6,050 
710 


Total liabilities 



$ 6,760 

Proprietorship 




J J Bailey, Capital, January 1, 1954 

Less Dec rease per income statement for three months ended March 
31, 1954 

$72,350 

255 



J J Bailey, Capital, March 31, 1954 
Total liabilities and proprietorship 


72,095 

$78,855 
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Entries to Record the Fire Loss 

(h) Fire Loss. 18,000 

Inventory. 18,000 

(i) Fire Loss. 1,875 

Allowance for Depreciation — Equipment. 3,125 

Equipment. 5,000 

(j) Fire Loss. 6,950 

Allowance for Depreciation — Buildings. 1,050 

Buildings. 8,000 


Entries to Record the Amounts Recovered on the Fire Loss 


(k) Estimated Amount Recoverable from Insurance Com¬ 
panies. 

Fire Loss. 

(l) Estimated Amount Recoverable from Insurance Com¬ 
panies . 

Fire Loss. 

(m) Estimated Amount Recoverable from Insurance Com¬ 
panies. . 

Fire Loss. 

(nj Salvage Goods. 

Fire Loss. 


12,500 

12,500 

2,600 

2,600 

8,000 

8,000 

1,400 

1,400 


J. J. BAILEY 
Income Statement 

For Three Months Ended M\r('h :n, \9:a _ 

$ 53,250 

$12,250 
42,250 


Sales. 

Cost of goods sold: 

Inventory, January 1, 1954 
Purchases. 


Goods available for sale. • , 

Deduct: Estimated inventory destroyed by fire, March 31 


$54,500 

18,000 36,500 


Gross profit .. 
Expenses. . . 


$16,750 

14,680 


Net income before fire loss 
Deduct: Extraordinary loss from fire: 



Book 
Value 
of Assets 
Lost 

Amount 

Recoverable from 
Insurance and 
Salvage 

Net Fire 

J^oss or 

Gain* 


Inventory. 

Equipment. 

Buildings. 

$18,000 

1,875 

6,950 

$13,900 

2.600 

8,000 

$4,100 

725* 

1,050* 



$26,825 

$24,500 


2,325 

Net decrease in capital. 




$ 255 
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QUESTIONS 

1. Distinguish between fixed tangible assets and fixed intangible assets. 

2. (a) List three intangibles that require no cost amortization under 
normal conditions. Under what circumstances should such balances be 
written off, and what accounting procedure should then be followed? 
(b) List three intangibles that require amortization under normal condi¬ 
tions. Indicate circumstances that might serve to accelerate the amortiza¬ 
tion process and state the accounting procedures to be followed in such 
cases. 

3. Indicate under what circumstances intangible cost is properly charged 
to (a) operating expense, (b) extraordinary charges, (c) earned surplus. 

4. Harmon Products, Inc. reports plant, equipment, and intangibles on 
the balance sheet at $1. The president of the company insists that ac¬ 
counts should be maintained on a conservative basis; hence he has au¬ 
thorized write-downs to the nominal figure. Comment on this practice. 

5. (a) What items enter into the cost of a patent developed by a busi¬ 
ness? (b) What factors should be considered in establishing a schedule 
for amortization of such patent costs? 

6. Master Mechanics, Inc. maintains a shop for experimental work of 
various kinds. Costs of operating the shop are approximately $100,000 
annually. Occasionally valuable patents are developed for factory use as 
a result of shop operations. What accounting treatment would you rec¬ 
ommend for costs within this department? 

7. (a) Under what conditions may goodwill be reported as an asset? 
(b) The Barker Company engages in a widespread advertising campaign 
on behalf of new products, charging above-normal expenditures to good¬ 
will. Do you approve? 

8. The president of the Baker Company authorizes goodwill of $50,000 
to be established on the books in view of very satisfactory profits reported 
during the past ten years. Comment on this practice. 

9. What factors would one look for to support the existence of goodwill 
in making the purchase of a business? 

10. Describe the procedure to be followed in arriving at a company's 
excess annual earnings in calculating the amount to be paid for goodwill. 

11. Give two methods for arriving at a goodwill valuation, using estimated 
future business earnings as a ba^sis for such calculations. 

12. Wells, Inc. has valuable patent rights that are being amortized over 
their legal lives. The president of the company feels that such patents 
are contributing substantially to company goodwill and recommends that 
patent amortization be capitalized as company goodwill. What is your 
reaction to this proposal? 

13. (a) What are the principal arguments in favor of retaining goodwill 
on the books at cost? (b) What arguments can be raised in favor of writing 
off this item? 

14. (a) Define (1) leasehold, (2) leasehold improvements, (b) What 
factors need to be considered in the amortization of costs identified with 
these intangibles? 
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15. (a) What items are normally considered to compose the organization 
costs of a company? (b) Would you approve the inclusion of the following 
items: (1) common stock discount; (2) first-year advertising costs; (3) 
first-year loss from operations? 

16. Would you recommend that organization costs be written off? Give 
reasons for your answer. 

17. The Wilson Co. acquires without cost a franchise considered to be of 
great value. How would you recommend that the intangible be reported 
on the balance sheet? 

18. Distinguish between prepaid expenses and deferred charges. Give 
three examples of each. 

19. How would you recommend that the cost of machinery rearrangement 
be treated in the accounts? 

20. (a) What is meant by a ''short rate'' on a fire insurance policy? (b; 
Who elects to cancel the policy when the short rate is applied? 

21. (a) What is a coinsurance clause and why is it found in policies? (b) 
Prepare a formula, accompanied by a rule or explanation, lor determining 
the liability of an insurance company when a coinsurance clause is in¬ 
cluded. 

22. Indicate the nature of the charges and the credits that will appear in 
the fire loss account. 


EXERCISES 

1. The Webb Co. develops patents at a cost of $8,500, and patent rights 
are granted at the beginning of 1948. It is assumed that the patents will 
be useful during their full l(*gal life. At the beginning of 1950, the company 
f)ays $5,000 in successfully prosecuting an attempted infringement of these' 
patent rights. At the beginning of 1953, $15,000 is paid for the acquisition 
of patents that could make its own patents worthless; the patents acquired 
have a remaining life of 15 years but will not be used. How should each 
of the foregoing costs be recorded? What is the patent cost amortization 
for the years 1948, 1950, and 1953? 

2, In analyzing past profits in an attempt to measure goodwill, net 
earnings of $200,000 are reportt'd for 1953 after charges and credits for 
the items listed below. Fixed assets are api)raised at 50'>;; above cost for 


purposes of the sale. 

Depreciation of fixed assets $20,000 

Year-end bonus to president of company 15,000 

Gain on sale of securities 20,000 

Gain from revaluation of marketable securities 15,000 

Write-down of goodwill 20,000 

Amortization of patents and copyrights 10,000 

Appropriation of profits for possible future contingencies 25,000 


What would you suggest is the "normal" earnings figure for purposes 
of your calculations? 
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3. The profits of the Southern Sales Company are stated as follows: 

1949 . $40,000 1952. $50,000 

1950 . 45,000 1953. 55,000 

1951 . 30,000 

Tangible net assets of this company are appraised at $500,000. This 
business is to be acquired by the Universal Sales Corporation. What 
amount shall be paid for goodwill if: 

(a) 8% is assumed to be a normal rate of return on net tangible assets, 
average excess profits for the last 5 years to be capitalized at 20%? 

(b) 6% is assumed to be a normal rate of return on net tangible assets, 
payment to be made for average excess profits for 4 years? 

4. The appraised value of net assets of the Melcombe Co. are $60,000. 
Average profits for the past 5 years after elimination of extraordinary 
gains and losses are $10,000. Calculate the amount to be paid for goodwill 
under each of the following assumptions: 

(a) Earnings are capitalized at 12 i% in arriving at the business worth. 

(b) A return of 8% is considered normal on net assets at their appraised 
value; excess earnings are to be capitalized at 12 i% in arriving at the 
value of goodwill. 

(c) A return of 10% is considered normal on net assets at their appraised 
value; goodwill is to be valued at 4 years' excess earnings. 

5. The Northlake Development Co. constructs a building at a cost of 
$150,000, with an estimated life of 50 years, on property leased for a 30- 
year period at an annual rental of $5,000. (a) What are the entries in 
connection with the lease and the building depreciation for the first year? 

(b) What entries would be made at the end of the twentieth year, assuming 
that the lessee and the lessor agree to cancel the original lease at this time. 

(c) What entries would be made at tne beginning of the twenty-first year, 
assuming that the lessee and the lessor agree to the extension of the original 
lease for 10 years beyond its original life? (d) What entries would be made 
after termination of the original lease, assuming that the lessee and the 
lessor enter into a new lease for 30 years? 

6. A fire insurance policy on buildings has a face value of $90,000 and 
an SO^lo coinsurance clause. Assuming that buildings have a fair value 
of $150,000 on the date of a fire, what amount will be recovered if the 
fire loss totals are: (a) $60,000; (b) $110,000; (c) $140,000? 

7. The York Company purchased a building for $80,000 on August 1, 
1945. Depreciation was recorded at 3% a year. On October 31, 1953, 
50% of the building was destroyed. On this date the building had a fair 
market value of $100,000. A policy for $60,000 was carried on the build¬ 
ing, the policy containing a 75%', coinsurance clause. What entries would 
be made to record (a) the loss from destruction of the building, and (b) 
the probable collectible amount on the insurance? (Assume that the com¬ 
pany's fiscal period is the calendar year.) 

8. Part of the buildings owned by the Morris Manufacturing Co. are 
destroyed by fire. Buildings are carried on the books at a value of $60,000; 
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their sound value on the date of the fire is established at $120,000. Assum¬ 
ing that insurance policies contain an 80% coinsurance clause, give the 
amounts recoverable from each insurance company assuming fire loss and 
policies as follows. 


(a) One half of buildings are destroyed. 

Policies are carried as follows: with A Co. $50,000 

with B Co. 30,000 

(b) Buildings are wholly destroyed. 

Policies are carried as follows: with A Co. $75,000 

with B Co. 50,000 

(c) Buildings are wholly destroyed; recoverable salvage is estimated 

at $12,000. 

Policies are carried as follows: with A Co. $60,000 

with B Co. 40.000 


^ PROBLEMS 

18-iL The Barnard Corporation assembles the following data relative to 
th^-Tlexton Co. in determining the amount to be paid lor the net assets 


and goodwill of the latter company: 

Assets at appraised value (before goodwill). $120,000 

Liabilities. 35,000 


Capital. $ 85,000 


Net earnings (after elimination of extraordinary items): 

1949 . $10,000 

1950 . 11,500 

1951 . 15,000 

1952 . 12,500 

1953 . 13,500 


$62,500 ' 


Instructions: Calculate the amount to be paid for goodwill under each of 
the following assumptions: 

(1) Average earnings are capitalized at 12% in arriving at the business 
worth. 

(2) A return of 10% is considered normal on net assets at appraised value; 
goodwill is valued at 5 years’ excess earnings. 

(3) A return of 8% is considered normal on net assets at appraised value; 
excess earnings are to be capitalized at 15%. 

(4) Goodwill is valued at the sum of the profits of the last 3 years in excess 
of a 10% annual yield on net assets. (Assume that net assets are the 
same for the 3-year period.) 

18-2. The Bellamy Co. assembles the following information relative to 
the Sears Corporation in considering the purchase of the assets of the 
latter company: 
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SEARS CORPORATION 
Balance Sheet 
December 31, 1953 



PtK 

(’oUPOItATION’tt 

Rookh 

As Adjusted 

B’i Appuaisal 

AM) Audit 

Assets 

Current assets. 

112,000 

400,000 

60,000 

100,000 

98,600 

375,000 

35,000 

100,000 

Plant and equipment . 

Investments . 

Goodwill . 


672,000 

608,600 

Liabilities and Capital 

Current liabilities. 

Long-term debt . 

Capital stock . 

Earned surplus. 

40,000 

250,000 

200,000 

182,000 

40,000 

250,000 

200,000 

118,600 


672,000 

608,600 


Analysis of Earned Surplus 


Surplus, January 1, 1951. 

Loss on sale of investments, 1951. 

Net income, 1951. 

Dividends, 1951. 

Net income, 1952 . 

Dividends, 1952 . 

Net income, 1953 . 


Vi H 

(V)KPOUA’IIO\’h 

liOOKM 

Ah Ai).n h'i i i> 
in Ai'PUaihal 

AM) Audit 

122,180 

73,600 

4,380 

6,600 

117,800 

67,000 

33,000 

26,000 

150,800 

93,000 

12,000 

12,000 

' 138,800 

81,000 

27,500 

29,800 

166,300 

110,800 

12,000 

12,000 

154,300 

98,800 

39,700 

31,800 

194,000 

130,600 

12,000 

12,000 

182,000 

118,600 


Dividends, 1953 
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Instructions: (1) Calculate the amount to be paid for goodwill to the 
nearest $100, assuming that (a) earnings of the future are expected to be the 
same as average normal earnings of the past 3 years, and (b) 6% is accepted 
as a reasonable return on net assets other than goodwill as of December 31^ 
1953, and average earnings in excess of are capitalized at 15% in determin¬ 
ing goodwill. 

(2) Give the entry on the books of the Bellamy Co., assuming purchase 
of the assets of the Sears Corporation and assumption of their liabilities on 
the basis as indicated in (1). Cash is paid for net assets acquired. 


18-3. The following data are assembled for the Peerless Bakers, Inc. and 
the Sublime Baking Co. as of July 1, 1953, in connection with a proposed 
merger of the two companies: 


Peerless Sublime 
Bakers, Inc. Baking Co. 


Net assets other than goodwill per books as of 
July 1, 1953 . $230,000 $210,000 

Average net earnings per books, July 1,1948 - 

June 30, 1953 33,000 21,500 

It is agreed that the values of the respective asvseis contributed, in¬ 
cluding the intangible asset goodwill, are to be determined on the follow¬ 
ing basis: 10% is to be considered a reasonable return on the net assets 
other than goodwill; average earnings for the period 1948 1953 in excess 
of 10 % of the assets of July 1, 1953, are to be capitalized at 20%; in de¬ 
termining goodwill. However, the following adjustments are to be con¬ 
sidered before determining the respective values: 

(1) Buildings of the Peerless Bakers, Inc. are estimated to be worth 
$25,000 more than book value. Buildings have a remaining life of 20 
years. 

(2) The Sublime Baking Co. wrote off organization costs of $13,500 
against income in 1950. 

(3) The Sublime Baking Co. included in earnings a loss of $1,500 resulting 
from a fire in 1951 and a gain of $3,150 on the acquisition and retire¬ 
ment of bonds in 1952 at a cost less than the book value of the liability. 

Jnsirnctions: Prepare a statement to show for each party to the merger 
the determination of the amounts to be paid for (1) net assets other than 
goodwill and (2) goodwill. 


18-4. Net income and capital balances for a 5-year period for Tourist 
Hotels, Inc. follow: 


Year 

Net Income 

Capital at P]nd of Year 

1949 

$ 40,000 

$380,000 

1950 

68,000 

405,000 

1951 

85,000 

444,000 

1952 

89,000 

496,000 

1953 

101,000 

511,000 
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The Seashore Resorts Co. agrees to purchase Tourist Hotels, Inc. 
and makes cash payment for the assets on the following basis: 

6% is considered a normal return on hotel investments. 

Payment for goodwill is to be calculated by capitalizing at 20% the aver¬ 
age annual earnings that are in excess of 6% of average annual capitals. 

ImtructioriH: Give the entry that would be made on the books of the 
Seashore Resorts Co. to record the acquisition of the assets including good¬ 
will of Tourist Hotels, Inc. 


18-5. A building with a fair market value of $200,000 is insured under a 
policy containing a coinsurance clause. Determine the amount that is 
recoverable from the insurance company under each of the following 
assumptions: 



Amount of 

Face of 

Percentage 

Coinsurance 


Loss 

Policy 

Clause 

(a) 

$120,000 

$180,000 

75% 

(b) 

165,000 

160,000 

80% 

(c) 

60,000 

105,000 

70% 

(d) 

140,000 

80,000 

50% 

(e) 

150,000 

150,000 

120,000 

70% 

(f) 

120,000 

80% 

(g) 

190,000 

150,000 

90% 

(h^ 

200,000 

250,000 

80% 


18-6. On March 1, 1951, the Wimberly Company took out a $70,000, 
3-year fire insurance policy on a building that was completed at a cost of 
$150,000 at the end of June, 1935. The insurance policy contains an 80^ a 
coinsurance clause. De])reciation is calculated at 23 2 % annually. On 
April 1, 1953, the building was 50^^;, destroyed by fire. The insurance 
company accepts a sound value for the property of $125,000 and agrees 
to make settlement on this basis. The fiscal period for the Wimberly 
Company is the calendar year. 

Ini^truciio)is: Prepare the journal entries necessary as of April 1, 1958, 
to summarize the foregoing information in the fire loss account and to close 
this account to Profit and Loss. 


18-7. The insurance register of the Hill Sales Company shows the following 
data: 


Kind of 

Property 

Covered 


Policy Insurance Amount of 

Date Term Coverage 


Store Equipment 

Merchandise 

Building 


Nov. 1, 1951 
Feb. 1, 1953 
Nov. 1, 1951 


8 years 
1 year 
3 years 


$40,000 

6,000 

65,000 


*This policy contains an 80% coinsurance clause. 


Total 

Premium 

Paid 

$450 

120 

540* 
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On May 1, 1953, a fire destroyed 80% of the store equipment, all of 
the merchandise, and 60% of the building. An appraiser determined that 
the fair values as of May 1, 1953, of the store equipment and the building 
were $50,000 and $100,000 respectively. Since perpetual inventory re¬ 
cords were not kept, the value of the merchandise destroyed was estimated 
on the assumption that sales to date were made? at 35% above cost. 

A trial balance taken as of May 1, 1953, before adjustments, includes 
the balances shown below. Depreciation of store equipment is 10% 
annually; of buildings, 232% annually. Books were last closed on De¬ 
cember 31, 1952. 


Merchandise Inventory, January 1, 1953.$ 16,000 

Store Equipment. 60,000 

Allowance for Depreciation of Store Equipment... $ 10,000 

Building. 150,000 

Allowance for Depreciation of Building. 92,000 

Sales. 130,900 

Sales Returns and Allowances. 4,000 

Purchases. 89,000 

Purchases Returns and Allowances. 4,000 

Freight In. 2,000 


Instractions: (1) Determine the estimated inventory balance at the time 
of the fire. 

(2) Give the entries to bring the accounts up to date and to summarize 
the fire loss. 

(3) Give the entry that would be made to close the fire loss account into 
Profit and Loss. 

18-8. On September 1, 1953, a fire destroyed a portion of the assets of 
Sullivan Sales Co. Immediately after the fire the trial balance at the top 
of the following page was obtained. 

The fire destroyed one half of the buildings, three fourths of the 
furniture and fixtures, and all of the merchandise on hand. 

The insurance company apjiraised the property and found that furni¬ 
ture and fixtures had a value of $24,000 and buildings a value of $120,000 
on the date of the fire. The merchandise destroyed is to be estimated on 
the assumption that the gross profit percentage on sales in 1952 was 
maintained in 1953. Sales in 1952 were $320,000; the January 1, 1952, 
inventory was $21,000; and the purchases in 1952 were $236,000. It is 
also estimated that store supplies of $120 and office sui^plies of $205 were 
on hand and were destroyed at the time of the fire. 

The insurance register disclosed the following information: 


Property 

Covered 

Policy 

Date 

Terms 

Coverage 

Premium 

Paid 

Furniture and 

Fixtures 

July 1, 1951 

3 years 

$15,000 

$360 

Buildings 

Jan. 1, 1952 

3 years 

80,000 

720* 

Merchandise 

Jan. 1, 1953 

1 year 

20,000 

345 


*This policy contains an 80 ^3^ coinsurance clause. 
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SULLIVAN SALES CO. 
Trial Balance 
September 1, 1963 


Cash 

Notes Receivable 

Accounts Receivable 

Merchandise Inventory, January 1, 1953 

Store Supplies 

Office Supplies 

Unexpired Insurance 

Furniture and Fixtures 

Allowance for Depreciation of Furniture and Fixtures 
Buildings 

Allowance for Depreciation of Buildings 
Land .. 

Notes Payable 
Accounts Payable 
6% Bonds Payable 
Capital Stock 
Earned Surplus 
Sales 

Sales Returns 
Purchases 
Freight In 
Purchases Returns 
Selling Expenses 

General and Administrative Expenses 

Purchases Discounts 

Interest Income 

Sales Discounts 

Interest Expense 


$ 18,850 
23,800 
29,005 
24,200 
410 
600 
1,005 
30,000 

$ 8,900 

120,000 

26,400 

30,000 

10,000 

15,440 

50,000 

100,000 

30,990 

250,200 

2,200 

169,550 

3,100 

2,410 

28,930 

11,905 

2,260 

505 

1,410 

2,140 


$497,105 $497,105 


Depreciation rates are: furniture and fixtures, 10% a year; buildings, 
3% a year. 

On September 1 there is accrued interest on notes receivable of $200, 
accrued interest on notes and bonds payable of $410, and accrued selling 
expenses of $250. 

Instructions: (1) Prepare a work sheet with pairs of columns for: (a) 
account balances as of September 1, 1953, (b) the adjustments necessary to 
bring the accounts up to date; (c) the adjustments necessary to record the 
fire loss, (d) profit and loss information (including regular activities and fire 
loss data) for the period January 1-September 1, and (e) balance sheet data 
on September 1. (All operating expenses are summarized in selling expense 
and general and administrative expense controlling accounts; depreciation of 
buildings, depreciation of furniture and fixtures, and insurance are regarded 
as general and administrative expenses). 

(2) Prepare an income statement and a balance sheet. 

(3) Give the entries to bring the accounts up to date and to close the 
accounts. 
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18 - 9 . As of Janiiary 1, 1944, Henry M. Garfield leased for 10 years a 
building to be izsed as a retail store. His lease provided that annual rent 
payment was to be based on gross sales. On sales up to $150,000 per year 
the rate was to be 3%. On any sales in excess of $150,000 per year, the 
rate was to be 2%. However, during the first 5 years of the term of the 
lease, the annual rental was to be a minimum of $4,000 per year, after 
which the minimum was to be increased by 12 J 2 %- 

The lease further provided that if, in any one year, the rent based on 
sales did not equal the minimum annual rental, the minimum would be 
payable, but the amount paid solely as a result of such minimum could 
be applied in reduction of the next year's rent to the extent that the next 
year's rent exceeded the minimum for that year. 

Gross sales by years, including 1953, were as follows: 


1944 

$ 96,000 

1949 

. $141,000 

1945 

129,000 

1950 .... 

. 165,000 

1946 

. ... 148,000 

1951 

142,000 

1947 . ., 

. 161,000 

1952 . 

170,000 

1948 

124,000 

1953 

197,000 


Instrucitons: (1) Compute the amount of rent payab'e each year under 
the terms of the lease. 

(2) Discuss the treatment in the financial s<-atements of any amounts 
payable under the provision for payment of a minimum amount of rent. 
(A.LA. adapted) 

18-10. The Casey Wholesale Company lost its entire inventory of mer¬ 
chandise and its furniture and fixtures by fire early in January, 1954, 
before completing the physical inventory that was being taken as of De¬ 
cember 31, 1953. The following information was taken from the books of 
the company as of December 31, 1951, 1952 and 1953: 



December 

December 

December 


31, 1951 

31, 1952 

31, 1953 

Inventory, January 1 

$ 35,304 

$ 42,380 

$ 45,755 

Purchases 

160,842 

164,426 

174,433 

Purchases returns and allowances 

9,163 

8,021 

10,015 

Sales 

185,904 

196,603 

203,317 

Sales returns and allowances . .. 

3,325 

2,402 

2,212 

Wages . ... 

15,271 

17,743 

18,356 

Salaries . 

7,500 

8,000 

9,000 

Taxes other than income . 

2,647 

3,732 

3,648 

Rent . 

4,800 

5,400 

5,400 

Insurance . . . 

915 

967 

982 

Light, heat, and water .... 

1,012 

1,134 

1,271 

Advertising. . 

2,875 

4,250 

2,680 

Interest expense 

3,365 

2,755 

3,020 

Depreciation expense 

Furniture and fixtures, net of de¬ 

1,125 

1,255 

1,280 

preciation 

9,150 

10,065 

10,570 

Miscellaneous expenses 

6,327 

6,634 

6,897 


The company maintained the following concurrent policies, each con¬ 
taining an 80% coinstu-ance clause: 
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Policy on Policy on 

Stock Furniture 

A Company $20,000 $2,000 

B Company 15,000 3,000 

L and D Company 10,000 3,000 


Ivstructiom: (1) From the above information, estimate the book amount 
of the inventory destroyed by the fire, assuming that there were no transac¬ 
tions after December 31, 1953. 

(2) Based on the inventory estimate prepared in (1) and the book value of 
furniture and fixtures, determine the amount due from each insurance com¬ 
pany in settlement of the total loss of the assets under the three policies listed. 

(3) Assuming that the fire loss was 50^'^ of the amounts used in (2), 
determine the amount due from each company under the same three policies. 
(A.I.A. adapted) 

18-11. Boyle & Hancock, retail dry goods merchants, operated a cash 
store, no credit being extended to customers. The business was conducted 
as a partnership in which Boyle had a two-thirds interest and Hancock a 
one-third interest (capital as well as profits). The accounts were currently 
kept on a cash basis, but at the end of each year they were adjusted to the 
accrual basis. At that time the profits were divided in the above ratio and 
were credited to the partners' capital accounts. 

Life insurance was carried in the amount of $10,000, payable to the 
partnership upon the death of either member. The premiums paid were 
charged to exi)ense; as the policies were for term insurance, there were no 
surrender values. 

The stock of merchandise was insured for $45,500 and the store and 
office fixtunvs for $9,500. The two policies were carried with different 
companies, and both w(Te written with an 8()% coinsurance clause. 

A fire occurred in the early morning hours of February 1, 1953, in 
which Mr. Boyle lost his life. The fixtures were a total loss, but part of 
the merchandise was salvaged and was agreed with the adjusters to be 
worth $17,000. A few days after the settlement it was sold for $17,500. 

The books of account had been saved and were used as an aid in arriv¬ 
ing at a settlement of the fire loss. The following trial balance was drawn 
off before any adjustments had been made: 


Cash 

$ 20,256 57 


Inventory, December 31, 1952 

61,328 20 


Store and ofiice fixtures 

18,000 00 


Reserve for depreciation 


$ 7,230 00 

Unexpired insurance 

280 00 


Accounts payable 


7.928 75 

Boyle, capital 


58,475 78 

Hancock, capital 


29,237.89 

Sales 


15,320.50 

Purchases 

. . 14,396 15 


Expenses . 

3,932 00 



$118,192 92 

$118,192.92 
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The books showed that 30% gross profit had been made in the preced¬ 
ing two years, and this percentage was agreed upon with the adjusters as 
a basis for calculating the value of the inventory. It was also agreed to 
accept the depreciated book value of the fixtures as their value at the time 
of the fire. 

There had been no capital expenditure in 1953, and depreciation had 
been provided at the rate of 8% per annum to December 31, 1952. 

The item of unexpired insurance was carried forward from December 
31, 1952, being applicable to the succeeding eight months. The short- 
rate cash value of $210 was recovered on the fire insurance policy. The 
balance of the unexpired insurance was recorded as a fire loss. All liabili¬ 
ties outstanding on January 31, 1953, had been recorded. 

The fire loss was determined on the basis of the foregoing data and 
in accordance with the terms of the policies, and the entire amount thus 
agreed upon was collected in February. Also the life insurance was 
promptly settled in that month. 

The firm then paid its liabilities and dissolved after dividing the 
cash—its only remaining asset — between the two owning interests. 

Instructions: Prepare a columnar work sheet, clearly showing the adjust¬ 
ment of the above trial balance in accordance with the data given, the operat¬ 
ing results in the month of January as distinct from the fire loss, the amount 
of the fire loss, and the final liquidation of assets and liabilities other than 
cash, thus leaving on the books only the cash and the two capital accounts. 
Submit calculations of the inventory value on the date of the fire and amounts 
recoverable as a result of the fire loss. (A.I.A. adapted) 

18-12. The retail store of James Cox was dostroj^ed by fire on March 20, 
1953, and only relatively few items were salvaged. From the general ledger, 
the one book of account saved, the following figures were abstracted a^ of 


February 28: 

Cash in Bank. $ 5,285.01 

Petty Cash. 250.00 

Accounts Receivable . 58,182.82 

Merchandise. 106,880.38 

Fixtures. 10,543.26 

Allowance for Depreciation of P'ixtures... $ 8,672.77 

Bank Loan Payable. 10,000.00 

James Cox, Capital. 130,251.20 

Sales. 59,977.39 

Expenses. 32,502.89 


The last fiscal closing was October 31, 1952. 

Correspondence with creditors revealed unrecorded obligations to 
wholesale houses as of March 20 amounting to $17,100.60, and an inspec¬ 
tion of checks returned from the bank at the end of March, $22,924.83, 
indicated cash purchases of merchandise from March 1-20 of $15,267.82, 
the balance representing cash withdrawals by Mr. Cox. Merchandise in 
transit on March 20 was recovered by suppliers and not billed. Bank 
deposits during that period, as shown by the bank statement, amounted 
to $20,929.64 and, with the exception of a refund of $200.25 on March 2 
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from a merchandise creditor, which Mr. Cox recalls that he deposited 
shortly thereafter, these may be assumed to be pajmients on account by 
customers. Indebtedness acknowledged by customers totaled $52,876.45, 
but it is estimated that $10,000 more that is due from them will never be 
acknowledged or recovered. Of the acknowledged indebtedness, $1,000 
will probably be uncollectible. Returns to suppliers, not yet accounted for 
by them, amounted to $2,503.72, of which it is estimated that, in line 
with similar claims in the past, no more than half will ultimately be 
allowed. 

The merchandise stock was insured for $50,000. An agreement has 
been reached with the insurer whereby the claim of the insured (a) will 
be based on the assumption that the arithmetical average of the two 
gross-profit ratios for the fiscal years ended October 31, 1951 and 1952, 
was in effect during the 4% months ended March 20, 1953, and (b) will 
be paid, up to the face value of the policy, in accordance with your com¬ 
putation of the cost of the merchandise destroyed. The inventories on 
October 31, 1950, 1951, and 1952, were $69,250, $70,485, and $57,611 
respectively; the net purchases for the two fiscal years ended in 1951 and 
1952 were $89,510 and $74,030; and the net sales were $160,500 and 
$170,400. 

Additions to the fixtures account during the current fiscal year have 
been $300; depreciation at the rate of 10% per year (5%i per year on 
additions) should be allowed for the current fractional year. (For de¬ 
preciation purposes, the fractional year is assumed to be 5 months.) 

Salvaged items were: 

(a) Fixtures, sold to secondhand dealer with the approval of the insurer, 
for $200; these fixtures were insured for $500, which will be collected 
in full. 

(b) Petty cash box containing cash and stamps amounting to $103. 

(c) Merchandise: sold to a dealer in salvage stocks, $5,264.53; sold at 
auction, $12,821.17. 

The balance in the proprietor’s account on October 31, 1952, was 
$140,716.38. 

Instructions: (1) Calculate the amount of the inventory loss resulting 
from the fire. 

(2) Prepare the journal entries necessary to reflect the transactions, etc. 
that took place between February 28 and March 20,1953, distinguishing care¬ 
fully between ordinary operations and the losses occasioned by the fire. 

(3) Prepare a work sheet with pairs of columns for: (a) the general ledger 
account balances as of February 28, 1953, (b) the adjustments necessary to 
bring the accounts up to date, (c) the adjustments necessary to record the 
fire loss, (d) the profit and loss figures (including regular activities and fire 
loss data) for the period November 1-March 20, and (e) balance sheet data 
on March 20. 

(4) Prepare a statement of the proprietor’s equity as of March 20, 1953. 
(A.I.A. adapted) 
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LONG-TERM DEBT Liabilities that do not call for the use of 

funds currently for their liquidation consti¬ 
tute long-term or fixed obligations. Long-term debt includes long-term 
notes and bonds as well as long-term advances from affiliates. Notes 
and bonds may be unsecured or they may be secured by liens on a 
company’s securities, equipment, or real estate. Normally the obliga¬ 
tion is designated in terms of the security pledged on it. For example, 
obligations may be termed equipment notes, collateral trust bonds, 
first mortgage bonds, debenture bonds, etc. Both notes and bonds pro¬ 
vide for interest at regular intervals and the return of principal at some 
fixed future date. 

BONOS PAYABLE Borrowing through bonds means the issue 

of a number of certificates of indebtedness, 
since the total loan cannot normally be obtained from a single source. 
Bond certificates may represent equal parts of the loan or they may be 
of varying denominations. Bonds of the business unit are most com¬ 
monly found in $1,000 denominations that are referred to as par, face, 
or matui'ity values. Bonds may be subject to call by the corporation 
under certain conditions. On the other hand, bonds may be convertible 
into some other class of security at the option of the bondholder. An 
earlier discussion of long-term investments made reference to the vari¬ 
ous classes of bonds and their special features. 

The contract between the corporation and the bondholders is 
known as the bond indeninre. Ordinarily bonds can be issued only after 
formal authorization by a majority of the stockholders, and issuance 
must conform with regulations of the state in which the company is 
incorporated. Bonds may be sold by the corporation directly to in¬ 
vestors, or they may be underwitten by investment bankers. The 
underwriters may contract to purchase at a stated price the entire 
bond issue or only that part of the issue which is not disposed of by the 
company, or they may agree simply to manage the sale of the security 
on a commission basis. 

Funds to meet short-term needs are normally raised through the 
issue of short-term notes. Long-term requirements are normally 
financed through the issue of capital stock or bonds. The issuance of 
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bonds instead of stock may prove attractive to present corporate 
owners for the following reasons: (1) the charge against earnings for 
bond interest would normally be less than the charge for dividends 
that would result from the issue of preferred stock or the dilution in 
earnings that would result from the issuance of additional common 
stock; (2) present owners continue in full control of the corporation; 
and (3) bond interest is a deductible item in arriving at taxable income 
while dividends are not, hence the net charge to the stockholders for 
bond financing can be viewed as the interest paid less the resulting re¬ 
duction in income taxes. But certain limitations and disadvantages of 
bond financing must not be overbooked. Satisfactory bond financing 
is possible only when a company is in a healthy financial condition and 
can offer adequate security to a new creditor group. Furthermore, it 
must be recognized by owners that interest on bonds accrues and re¬ 
quires payment regardless of earnings and financial position. With 
operating losses and the inability of a company to raise sufficient funds 
to meet the periodic interest requirements, bondholders may act to 
take over company properties. To avoid such a possibility, some 
corporations have issued income bonds that require the payment of 
interest only to the extent that periodic earnings of the company can 
meet interest requirements. Such bonds, which bear a close resem¬ 
blance to preferred stock insofar as the conditional income feature is 
concerned, have frequently been used in the case of railroad reorgan¬ 
izations. 

RECORDING THE It has already been suggested that the sales 

BOND ISSUE price of a bond varies with the interest rate 

that it offers as compared with the prevailing market rate. Bonds will 
sell at face value or par if the interest rate specified is the same as the 
prevailing market rate on the date of issue; bonds will sell at more than 
face value when their interest rate exceeds the market rate, and will 
realize less than face value when their interest rate is less than the mar¬ 
ket rate. Although bond investments are normally recorded at cost, it 
is usually desirable to show an obligation in the form of bonds at its face 
value ■— the amount that the company must pay at maturity. Hence, 
when bonds are issued at an amount other than face value, bonds paya¬ 
ble are reported at their face value and a bond discount or premium 
balance is established for the difference between cash proceeds and bond 
face value. The discount or premium balance is written off to Bond 
Interest Expense over the life of the bond issue, periodic adjustments 
thus correcting interest expense to the effective interest cost on the 
obligation. 
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When property is received in payment for bonds, the property 
should be recorded at its fair market value or at the cash amount at 
which the bonds would sell, whichever is more clearly determinable; 
bond premium or discount is recognized for the difference between the 
face value of the bonds issued and the asset acquired. Satisfactory 
measurement of future profit and loss is possible only with appropriate 
recognition of the bond discount or premium related to such an ex¬ 
change. 

When disposal of an entire bond issue does not take place at one 
time, there are two methods that may be employed in accounting for 
the sales: (1) only bonds outstanding may be recorded; (2) bonds un¬ 
issued as well as bonds outstanding may be recorded. To illustrate the 
two methods, assume that bonds of $1,000,000 are authorized, bonds 
to be sold at different times as cash is required. Entries may be made 
as follows: 


( 1 ) ( 2 ) 

If only bonds outstanding If bonds unissued are 

Transaction are recorded recorded 


Jan. 15, 1953 

Received permission to issue 
$1,000,000 first mortgage 
bonds. Bonds are dated March 
1, 1953, and mature in 10 
years. 

No entry 

Unissued 

Bonds .. .1,000,000 

Bonds Payable.... 1,000,000 

Mar. 1,1953 

Sold bonds of $500,000 at 
lOli. 

Cash . . .507,500 

Bonds Payable .... 500,000 
Premium on Bonds 

Payable .. 7,500 

Cash.507,500 

Unissued Bonds .. . 500,000 
Premium on Bonds 

Payable. 7,500 

Sept. 1,1953 

Sold bonds of $300,000 at 
99}. 

Cash.298,500 

Discount on 

Bonds Payable 1,500 

Bonds Payable ... 300.000 

Cash.298,500 

Discount on 

Bonds Payable 1,500 

Unissued Bonds .. 300,000 


Use of the first method above provides for the recording of bonds 
payable only when the bonds are sold. The second method provides 
for the recognition of bonds authorized and bonds unissued. The sale 
of bonds is recorded by a subtraction from the unissued balance; bonds 
outstanding are determined at any time by subtracting the unissued 
balance from the bonds payable balance. 

Regardless of the method employed in accounting for the issue, 
bonds authorized but unissued should be disclosed in reporting bonds 
payable on the balance sheet. Such unissued bonds represent a source 
of additional cash either through their sale or through their pledge as 
security on other independent loans without further mortgaging of 
properties or bond authorization. Bonds outstanding and the re- 
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maining authorization in the previous example may be reported on the 


balance sheet in the following manner: 

Long-term debt: 

6% first mortgage bonds, due March 1, 1963... .$ 1,000,000 
Deduct unissued bonds. 200,000 

Bonds outstanding. $800,000 


It would be possible to report only the bonds outstanding, the 
amount unissued being reported parenthetically or by supplementary 
note. Data concerning bond interest, maturity, and security features 
should also be provided in reporting the obligation. 

Subscriptions may first be obtained for bonds. Upon collection of 
the full subscription amount, bonds are issued. To illustrate the ac¬ 
counting for subscriptions, assume that 3% bonds of $500,000 are 
authorized. An investment syndicate purchases bonds of $300,000 at 
98, and the balance of the amount authorized is to be sold by the cor¬ 
poration directly to individuals whenever funds are needed. Officers 
of the company subscribe to bonds of $100,000 at 98 and pay 25% of 
the subscription price. The remaining 75% is collected on officers’ 
subscriptions of $80,000, and bonds fully paid for are issued. Entries 
are made as follows; 


If only bonds outstanding If bonds unissued arc 

Transaction are recorded recorded 


Received permission to issue 
bonds of $500,000 (500 bonds, 
$1,000 par). 

No entry 

Unissued 

Bonds . ... 500,000 

Bonds Payable .. .. 500,000 

Sold 300 bonds to investment 
syndicate at 98. 

Cash . 294,000 

Discount on 

Bonds Payable 6,000 

Bonds Payable. 300,000 

Cash . .. .294,000 

Discount on 

Bonds Payable 6,000 

Unissued Bonds . 300,000 

Received subscriptions for 
100 bonds at 98. Received 

2o% down payment. 

Received: 25^?, of 

$98,000, or $24,500 

Receivable: 75% of 
$98,000, or 73,500 

$98,000 

Ca.sh.24,500 

Bond Sub¬ 
scriptions 

Receivable... .73,500 

Discount on 

Bonds Paya¬ 
ble.2,000 

Bonds Payable 

Subscribed .100,000 

Cash. 24,500 

Bond Sub¬ 
scriptions 

Receivable. . . .73,500 

Discount on 

Bonds Paya¬ 
ble .2,000 

Bonds Payable 

Subscribed.100,000 

Received 75balance due on 
bonds of $80,000 subscribed 
for at 98. 

Received: 75of $78,400, or 
$58,800. 

Cash.58,800 

Bond Sub¬ 
scriptions 

Receivable.58,800 

Cash. 58,800 

Bond Subscrip- 
ticUis Receiv¬ 
able .58,800 

Issued 80 bond certificates 
to paid-up subscribers. 

Bonds Payable 

Subscribed... 80,000 

Bonds Payable. 80,000 

Bonds Payable 

Subscribed ...80,000 

Unissued Bonds. 80,000 
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In reporting bonds on the balance sheet in the above examples, 
bonds issued are increased by bonds subscribed. The bond trans¬ 
actions shown above are summarized as follows on the balance sheet: 


Long-term debt; 

Bonds payable . . . $500,000 

Deduct: Unissued bonds . 120,000 


Bonds issued .... 

Add; Bonds subscribed 

Bonds issued and subscribed . $400,000 

The account Bond Subscriptions Receivable represents a claim 
against subscribers and is properly rt>ported as a cun'ent asset when 
current collection is anticipated and funds are to become available 
for current purposes. In the event that bond j)roceeds are to be applied 
to some noncurrent purpose, neither the receivable nor the cash re¬ 
ceived from the issue of bonds is regarded as current. Terms of the 
bond issue, for exam])lo, may require that bond proceeds be applied to 
the retirement of other debt or the acquisition of plant and equipment. 
Under such circumstances, bond cash as well as claims against sub¬ 
scribers should be reported as noncurrent items with appropriate 
reference to their ultimate application. 

A discount on the sale of bonds is ordinarily reported on the balance 
sheet as a deferi-ed charge on the theory that the discount is the equiva¬ 
lent of deferred interest that is properly used as an addition to interest 
charges of future periods. A premium on the sale of bonds is ordinarily 
reported as a deferred credit on the theory that it is the equivalent of 
an interest advance by bondholders that is properly used as a credit 
offset to interest charges of future periods. 

While the foregoing are the prevailing practices, it is appropriate 
to consider either a discount or a premium balance as a valuation ac¬ 
count identified with bonds payable. The bond obligation is then 
reported at its face value minus a discount or plus a premium. Such 
procedure is fully supportable in theory and pai-allels that used in 
accounting for investments in bonds. The bond sales price, here, 
determines the amount of the obligation to be reported at the time of 
the issue, and this amount moves gradually to the bond maturity 
value as amortization of discount and premium balances takes place. 
Bonds failing to pay prevailing interest are sold at a discount. Amorti¬ 
zation of the discount by charges to the bond interest expense account 
over the life of the issue increases expense to the effective rate and in¬ 
creases the book value of the obligation: periodic interest is viewed as 


$380,000 

20,000 
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(1) the interest paid plus (2) the accrual of the discount to be paid at 
bond maturity. Payment of bonds at maturity represents a return of 
the amount borrowed plus settlement of interest deficiencies of past 
periods recognized in the bond obligation now increased to bond par. 
Bonds providing for interest payments in excess of the prevailing rate 
are sold at a premium. Amortization of the premium by credits to the 
bond interest expense account over the life of the issue reduces ex¬ 
pense to the effective rate and reduces the book value of the obliga¬ 
tion; periodic interest, here, is viewed as (1) the interest paid less (2) 
the return of a part of the premium originally advanced by bondholders. 
Payments of interest in excess of the market rate thus represent settle¬ 
ment of the bond premium; bond payment at maturity cancels the 
bond obligation now reduced to par. 

The sale of bonds normally involves special costs for such items as 
printing and engraving, taxes, advertising, and underwriting. When 
bond premium or discount is regarded as a bond valuation item, issu¬ 
ing costs should be summarized separately as a deferred charge and 
written off systematically over the life of the bond issue. When bond 
discount or premium is treated as a deferred charge or credit, how¬ 
ever, issuing costs are normally treated as deductions from bond pro¬ 
ceeds, thus increasing the discount or reducing the premium on the 
bond issue. 

When coupon bonds have been issued, the corporation redeems 
such coupons on regular interest payment' dates. The corporation may 
make payments to bondholders directly, or payment on coupons may 
be cleared through a bank or a corporate fiscal agent. No subsidiary 
records with bondholders are maintained, since coupons are redeemable 
by bearers. In the case of registered bonds, interest checks are mailed 
either by the corporation or its agent. When bonds are registered, the 
bonds payable account requires subsidiary ledger support. The sub¬ 
sidiary record shows holdings by individual bond owners and changes 
in such holdings. Checks are sent to bondholders of record as of the 
interest payment date. 

When an agent is to make interest payments, the corporation nor¬ 
mally provides for a transfer of interest cash to such agent in advance 
of the payment date. Since the corporation is not freed from its obliga¬ 
tion to bondholders until payment has been made by its agent, the cash 
transfer is recorded by a charge to the account Cash for Bond Interest 
Deposited with Agent and a credit to Cash. Upon receipt from the 
agent of paid interest coupons, a certificate of coupon receipt and appro¬ 
priate disposal, or other required evidence in support of payment, the 
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corporation charges the bond interest expense account and credits the 
interest cash account balance. 


PREMIUM AND When bonds are issued at a premium, this 

TIO^PROCEDURES ^ is applied as an offset to bond in¬ 

terest payments over the life of the bonds; 
the premium account is debited and the bond interest expense account 
is credited periodically for the premium written off. When bonds are 
issued at a discount, the discount is added to bond interest payments 
over the life of the issue; the bond interest expense account is debited 
and the discount account is credited periodically for the discount 
written off. As in the case of investments, cither the straight-line or 
the compound-interest or scientific method may be used for amortiza¬ 
tion purposes. The straight-line method calls for recognition of unequal 
amount of premium or discount each period. This procedure results in 
equal periodic interest charges. Use of the compound-interest method 
calls for charges to operations at the effective interest rate. The effec¬ 
tive rate on the bond issue must first be determined. This rate is then 
applied periodically to the book value of the obligation in arriving at 
the charge to the bond interest expense accounl, the difference between 
the charge to expense and the amount paid being reported as a reduc¬ 
tion in the bond premium or discount balance. 

To illustrate the application of the straight-line and compound- 
interest methods of amortization, assume that 5-year bonds of $100,000, 
interest at 6% payable semiannually, are sold to yield 5%. This price 
as shown by bond tables is $104,376.03. The following tabulations 
show the differences in results through the use of the two methods: 


AMORTIZATION OP PREMIUM—STRAIGHT-LINE METHOD 
$100,000 S-Year Bonds, Interest at 6% Payable Semiannually, 
Sold AT $104,376 03 



A 

B 

C 

D 

E 

I\TEUE8T 

Intkri-st Paid 

Premium 

Kffective 

Bond 

Bond Oarryino 

Payment 

(3% of 

Amortization 

Interkbt 

Phemium 

Value 


Face Value) 

(1/10X$1,370.03) 

(A-B) 

(D-B) 

($100,000 + D) 

1 

$3,000.00 

$437.60 

$2,562 40 

$4,376.03 
3,938 43 

$104,376.0.1 

103,938.43 

2 

3,000.00 

437.60 

2,562 40 

3,500.83 

103,500.83 

3 

3,000.00 

437 60 

2,562.40 

3,063.23 

103,063.23 

4 

3,000.00 

437 60 

2,562.40 

2,625 63 

102,625 63 

5 

3,000 00 

437 60 

2,562.40 

2,188.03 

102,188.03 

6 

3,000 00 

437 60 

2,562 40 

1,750.43 

101,760.43 

7 

3,000 00 

437 60 

2,562.40 

1,312.83 

101,312.83 

8 

3,000 00 

1 437.61 

2,562.39 

, 875.22 

100,875.22 

9 

3,000.00 

437.61 

2,562.39 

437.61 

100,437.61 

10 

3,000.00 

437.61 

2,562.39 


100,000.00 
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AMORTIZATION OF PREMIUM-COMPOUND-INTEREST METHOD 

$100,000 5-Year Bonds, Interest at 6% Payable Semiannually, 

Sold at $104,376 03 


Inti- u- 

THP 

Pat- i 

MEVl 

A 

Inti ki ht 
Paid (P/I uf 
Pacl Valup ) 

! 

B 

Ki 1 mivp Intfrpbp 

Bond C AUiiYiNO Valdp ) 

PULMIUM 

Amokti/a- 

IION 

(A~B) 

D 

Bond 

Pkfmium 

(D-C) 

E 

Bund 

Catirtinq 

Valui 

(SI00,000 + D) 

1 

$3,000 00 

$2,609 40 (2 ’% of $104,376 03) 

$390 60 

$4,376 03 
3,985 43 

$104,376 03 
103,985 43 

2 

3,000 00 

2,599 64 (2 5% of $103,985 43) 

400 36 

3,585 07 

103,585 07 

3 

3,000 00 

2,589 63 (2’.% of $103,585 07) 

410 37 

3,174 70 

103,174 70 

4 

3,000 00 1 

2,.579 37 (2i% of $103,174 70) 

420 63 

2,754 07 

102,764 07 

5 

3,000 00 

2,568 85 (21% of $102,754 07) 

431 15 

2,322 92 

102,322 92 

6 

3,000 00 1 

2,558 07 (21% of $102,322 92) 
2,547 02 (21% of $101,880 99) 

441 93 

1,880 99 

101,880 99 

7 

3,000 00 

452 98 

1,428 01 
963 71 

101,428 01 

8 

3,000 00 

2,535 70 (2‘.% of $101,428 01) 

464 30 

100,963 71 

9 

3,000 00 

2,524 09 (21% of $100,963 71)! 

475 91 

487 80 

100,487 80 

10 

3,000 00 

2,512 20 (2'% of $100,487 80) 

487 SO 

— 

100,000 00 


The use of the two methods when bonds are issued at a discount is 
illustrated on this and the opposite papjc. Here it is assumed that 5-year 
bonds of $100,000, interest at 4*/^ payable semiannually, are sold at 
$95,625, a price that provides a yield of approximately 5%. 

Even though bonds may be redeemable or convertible prior to their 
maturity dates, redemption or conversion cannot ordinarily be antici¬ 
pated. Amortization schedules, then, will normally be developed in 
terms of the full life of the bond is.sue. Early bond retirement will call 
for a cancellation of the bond premium or discount relating to the re¬ 
maining life of the issue as originally conceived. 

In the case of investments in bonds straight-line amortization is 
normally applied as a matter of practical considerations. With a num¬ 
ber of investments, purchases and sales within the bond life, and rela¬ 
tively minor differences in sti'aight-line and scientific procedures. 


AMORTIZATION OF DISCOUNT-STRAIGHT-LINE METHOD 
$100,000 5-Ye\r Bonds, Interest \t 4% P\y\hle Semiannually, 
SOI D at 



\ 

B 

r 

I) 

i: 

Tnti ui sr 

1m I UP HI Paid 

I )IS< «)I \ I 

1 1 II t in p 

Bond 

Bond CAumiNO 

Pawfni 

W 1 <>i 

\moR1I7\IION 

In 11 III SI 

Discount 

V AI UF 


1 At 1 \ \1 III ) 

(1/IOXSl 17">) 

(V + B) 

(D - B) 

($100 000 - D) 





$4,375 00 

$95,62.1 00 

1 

$2,000 00 

$437 50 

$2,437 50 ! 

3,937 50 

96,062 50 

2 

2,000 00 

437 50 

2,437 50 

3,500 00 

96,500 00 

3 

2,000 00 

437 50 

2,437 50 

3,062 50 

96,937 50 

4 

2,000 00 

437 50 

2,437 50 

2,625 00 

97,375 00 

5 

2,000 00 

437 50 

2,437 50 

2,187 50 

97,812 50 

6 

2,000 00 

437 50 

2,437 50 

1,750 00 

98,250 00 

7 

2,000 00 

437 50 

2,437 50 

1,312 50 

98,687 50 

8 

2,000 00 

437 50 

2,437 50 

875 00 

99,125 00 

9 

2,000 00 

437 50 

2,437 50 

437 50 

99,562 50 

10 i 

2,000 00 

437 50 

2,437 50 

-- 

100,000 00 
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AMORTIZATION OF DISCOUNT—COMPOUND-INTEREST METHOD 


$100,000 5-Year Bonds, Interest at 4% Payable Semiannually, 
Sold at $95,625 


Inthubt 

MINT 

A 

Inti rfst Paid 

(2% OF 

FaCL VADUl!-) 

B ! 

En-unvt IVTIItLBT 
(2’j% ot BoND( AltKUNG VaLUF) j 

c 

Discount 

Amortization 

(B-4) 

D 

Bond 

Discount 

(D-C) 

-E- 

Bond 

Caruting 

Valle 

($100,000~D) 

1 

$2,000.00 

$2,390.63 (2 5% of $95,625.00) 

$390.63 

$4,375.00 

3,984.37 

$95,625.00 

96,015.63 

9 

2,000.00 

2,400.39 (21'’; of $96,015.63) 

400.39 

3,583.98 

96,416.02 

3 

2,000.00 

2,410.40 (2^"; of $96,416.02) 

410.40 

3,173.58 

96,826.42 

4 

2,000.00 

2,420.66 (2i', of $96,826.42) 

420.66 

2,752.92 

97,247.08 

) 

2,000.00 

2,431.18 (2’/, of $97,247.08) 

431.18 

2,321.74 

97,678.26 

6 

2,000.00 

2,441.96 (2 of $97,678.26) 

441.96 

1,879.78 

98,120.22 

7 

2,000.00 

2,453.01 (21"; of $98,120.22) 

453.01 

1,426.77 

98,573.23 

8 

2,000.00 

2,464.33 (21 of $98,.573.23) 

464.33 

962.44 

99,037.56 

9 

2,000.00 

2,475.94 (21'; of $99,037.56) 

475.94 

486.50 

99,513.50 

10 

2,000.00 

2,486.50 ($2,000+$486..'0l' 

486.50 

1 

100,000.00 


of $99,513.50 is $2,487.84. However, use of 5% when the eliective rate was not 
exactly 5% has resulted in a small discrepancy that requires comiiensation upon re¬ 
cording the final interest payment. On the final payment the discount balance is 
closed, interest expense being increased by the balance in the discount account 

application of the simpler method is justified. But these considerations 
do not obtain in the case of the bond issuer. Here, only one or a few 
issues are involved and amortization schedules can be followed from 
the time of issuance of the bonds to their retirement. When large issues 
are involved, the difference between compound-interest amortization 
and straight-line amortization may be significant. Such circumstances 
support the use of compound-interest methods that provide for the 
accurate measure of expense in terms of a changing liability balance. 
Nevertheless, straight-line amortization is frequently found in practice 
and is accepted for income tax purposes. Remaining illustrations in 
this chapter assume the use of straight-line amortization procedures. 


ACCOUNTING FOR When bonds are sold by a corporation after 
BONDS PAYABLE interest date, the corporation charges the 

investor for interest from the date interest began to accrue. Bond In¬ 
terest Expense is credited for the interest included in the sales price; 
when payment for the full interest period is made, the credit in the bond 
interest expense account reduces the expense to the interest for the frac¬ 
tional period that bonds were outstanding. The interest charge is to be 
distinguished from the premium or discount on the bonds which is 
recorded separately at the time the bonds are issued. 

It is possible to make entties for the amortization of bond premium 
or discount (1) at the time of each interest payment or (2) only at the 
end of the company’s annual period. Normally, it is more convenient 
to record amortization for a full year at the end of the annual period, 
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except for the first and last years when fractional parts of a period may 
be involved. 

The entries for issuance of bonds and the payment of interest are 
illustrated in the example that follows. Assume that the Capital 
Corporation decides to issue bonds of $100,000. Bonds are dated Sep¬ 
tember 1, 1953, pay interest at 4^% semiannually on March 1 and 
September 1, and mature on September 1, 1963. Bonds are sold on 
December 1,1953, at $105,850 plus accrued interest. The corporation 
adjusts and closes its books at the end of each calendar year. In view 
of the issue of bonds on December 1, bonds will have a life of only 
9'M years or 117 months. This is the period that will receive the benefits 
from the use of borrowed money and hence the period to which the 
bond premium should be related. A schedule may be prepared by the 
corporation to summarize premium amortization over the bond life. 
These data can then be used in making periodic adjustments. The 
amortization schedule follows: 


AMORTIZATION SCHKDULE -STRAIGHT-LINE METHOD 



\ 

Im 

n 

I’ui-viiuxf \\ionri/A 1 io\ | 

c 

1) 

K 


POMLNI 




Ln ic- 

Bond 

Bt)Nl> 

Pi!,niOD 

(1\CI I D 

No 

FnAfTION 

4m 1 Ol 

IIV ] 

Pni 

f'Ann^iNa 


\i)i ion 

Ol 

Ol Pui< M 

J*H) MU M 

I M 1 U- 

MllTM 

Valul 


Accitu- 

Moh I 

TO Bl< 

Amor 11 

1 Si 

(1)-H) 

(HI 00 ()()() 


A1 H) 


\moiiii/i D 

ZAllOS 

(\-H) 


+ D) 







$"),Kr)0 

$10.>,8.>0 

Dec. 1 (sales datc)-Dec. 31,1953 

$ 375 

1 

1/117 

$ 50 

$ 31’.') 

5,800 

105,800 

Year Ended Dec. 31, 1954 

4,500 

12 

12/117 

600 

3,900 

5,200 

105,200 

Year Ended Dec. 31, 1955 

4,500 

4,500 

12 

12/117 

600 

3,900 

4,600| 

104,600 

Year Ended Dec. 31, 1956 

V* 

12/117 

600 

3,900 

4,000! 

104,000 

Year Ended Dec. 31, 1957 

4,500 

12 

12/117 

600 

3,900 

3,400 

103,400 

Year Ended Dec. 31, 1958 

4,500 

12 

12/117 

600 

3,900 

2,800 

102,800 

Year Ended Dec. 31, 1959 

4,500 

12 

12/117 

600 

3,900 

2,200 

102,200 

Year Ended Dec. 31, 1960 

4,500 

12 

12/117 

600 

3,900 

1,600 

101,600 

Year Ended Dec. 31, 1961 

4,500 

12 

12/117 

600 

3,900 

1,000 

101,000 

Year Ended Dec. 31, 1962 

4,500 

12 

12/117 

600 

3,900 

400 

100,400 

Jan. 1-Sept. 1, 1963 (maturity) 

3,000 


8/117 

400 

2,600 

— 

100,000 



117 

117/117 

$5,850 







— 

— 





Entries that are made on the corporation books in 1953 and 1954 


follow: 

Transaction 
December 1, 1953 

Sold $100,000 of 41^^ bonds for $105,850, 
bonds maturing on September 1, 1903, 
10 years from date of issue. Interest is 
payable semiannually on March 1 and 
September 1. Sales proceeds were as 
follows: 

Bond sales price $105,850 

Accrued interest. Sept. 1- Dec, 1 1,125 


Entry 

Cash 106,975 

Bonds Payable 100,000 

Premium on Bonds 
Payable 5,850 

Bond Interest Expense. 1,125 


$106,975 
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Transaction 


Entry 


December 31,1953 

(a) To record accrued interest for 4 
months, and (b) to amortize bond 
premium applicable to current year. 
Amortization: bonds outstanding in cur¬ 
rent year, one month; total life of bond 
issue, years or 117 months; current 

amortization, 1/117 of $5,850 = $50 (one 
month at $50). 

(a) Bond Interest Ex¬ 
pense.1,500 

Accrued Interest 

on Bonds Payable.. . 1,500 

(b) Premium on Bonds 

Payable. 50 

Bond Interest 

Expense. 60 

January 1,1954 

To reverse 1953 accrued interest. 

Accrued Interest on 

Bonds Payable.1,500 

Bond Interest Ex¬ 
pense. 1,500 

March 1, 1954 

Paid semiannual interest. 

Bond Interest Expense .. .2,250 

Cash. 2,250 

September 1,1954 

Paid semiannual interest. 

Bond Interest Expense .. . 2,250 

Cash . ... 2,250 

December 31, 1954 

(a) To record accrued interest for 4 
months, and (b) to amortize bond pre¬ 
mium applicable to current year, 12/117 
of $5,850, or $600 (or 12 months at $50 
a month, $600). 

(a) Bond Interest Ex¬ 
pense.1,500 

Accrued Interest 

on Bo; ds Payable... 1,500 

(b) Premium on Bonds 

Payable. 600 

1 Bond Interest 

Expense. 600 

Entries similar to those for 1954 would be made each year until 
196.3. On September 1,1963, when the last interest pa 3 mient is made, 
the following entries are made: 

Transaction Entry 

September 1, 1963 

fa) To record payment of semiannual 
interest and principal amount, and (b) 
to record amortization for the last 8- 
month period, 8/117 of $5,850, or $400 
(or 8 months at $50 a month, $400). 

fa) Bond Interest Ex¬ 
pense 2,250 

Bonds Payable.100,000 

Cash. 102,250 

(b) Premium on Bonds 

Payable. 400 

Bond Interest 

Expense. 400 


BOND REACQUISITION Corporations frequently reacquire their own 
PRIOR TO MATURITY bonds on the market when prices or other 
conditions make such action favorable. Acquisition in advance of 
bond maturity calls for the recognition of a gain or a loss based upon 
the difference between the liability liquidated and the amount paid on 
such liquidation. When bonds are reacquired at a price that is less 
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than the book value of the liability, a gain accrues to the corporation; 
when bonds are reacquired at a price that exceeds the book value of 
the obligation, a loss results. Payment of accrued interest on the pur¬ 
chase is separately reported as a charge to Bond Interest Expense. 

When bonds are reacquired, amortization on such bonds should be 
brought up to date. The book value of the obligation that is canceled 
consists of the bond face value as reported in the bonds payable ac¬ 
count plus the premium or minus the discount relating to such bonds 
as of the purchase date. When bonds are purchased and formally can¬ 
celed, Bonds Payable is debited. When bonds are held for possible 
future reissue, Treasury Bonds instead of Bonds Payable may be 
debited. It has already been indicated that treasury bonds cannot be 
considered an asset. Whether formally retired or kept alive, reacquired 
bonds are simply the evidence of a liability that has been liquidated. 
While treasury bonds may represent a ready source of cash, their sale 
creates new creditors, a situation that is no different from the debt 
created by any other type of borrowing. Since treasury bonds repre¬ 
sent a reduction in bonds payable, they should be recorded at their face 
value, a gain or a loss being recognized as in the case of formal bond re¬ 
tirement. Treasury bonds at par are then subtracted from the bonds 
payable balance in reporting bonds issued and outstanding. If treasury 
bonds are resold at a price other than face value. Cash is debited. 
Treasury Bonds is credited, thus reinstating the bond liability, and a 
premium or a discount on the sale of the-bonds is recorded, the latter 
balance to be amortized over the remaining life of this specific bond 
group. While held, treasury bonds occupy the same legal status as 
unissued bonds and can be recorded with the latter. Any balance in a 
treasury bonds or unissued bonds account at maturity is applied 
against Bonds Payable. 

To illustrate bond reacquisition, assume that in the preceding ex¬ 
ample for the Capital Corporation, bonds of $10,000 are reacquired at 
981 2 by the company on February 1,1955. Entries in 1955 would be: 


Transaction Entry 


January 1, 1955 

To reverse 1954 accrued interest. 

Accrued Interest on 

Bonds Payable _ 1,500.00 

Bond Interest Ex¬ 
pense . . 1,500.00 

February 1,1955 

To record reacquisition of own bonds: 

(a) Amortization on bonds of $10,000 to 
date of purchase, 1/117 of $585, or $5 (or 
1/10 of monthly amortization of $50, $5). 

(a) Premium on 

Bonds Payable .5.00 

Bond Interest Ex¬ 
pense.5.00 
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Transaction_ Eptry 


(b) Payment of accrued interest, Sept. 1- 
Feb. 1, $10,000 at 41% for 5 months. 

(c) Gain on bond retirement: 

Bonds at face value.$10,000.00 

Premium on bonds. . $585.00 

Less amortization to 
date of purchase; 

1953 $ 5 

1954 60 

1955 5 70.00 515.00 

Book value of bonds.$10,515.00 

Amount paid on reacquisition 

of own bonds at . 9,850.00 

(b) Bond Interest 

Expense.187.50 

Cash.187.50 

(c) Bonds Payable 
(or Treasury 

Bonds).10,000.00 

Premium on 

Bonds Payable.515.00 

Cash. 9,850.00 

Gain on Bond 

Retirement. 665.00 

Net gain.$ 665.00 


March 1,1955 

Paid interest on bonds, face value 
$90,000 at 41 % for 6 months. 

Bond Interest Ex¬ 
pense. 2,025.00 

Cash.. .2,025.00 

September 1, 1955 

Paid interest on bonds, face value 
$90,000, at 4 ^- % for 6 months. 

Bond Interest Ex¬ 
pense . 2,025.00 

Ca.sh. . 2,025.00 

December 31, 1955 

(a) To record accrued interest at 4^% 
for 4 months on bonds, face value 
$90,000, and 

(b) to amortize bond premium applicable 
to current year, 12/117 of $5,265 
($5,850 - $585), or $540 (or 12 
months at $45, monthly amortiza¬ 
tion on bonds outstanding, $540). 

(a) Bond Interest 

Expense . 1,350.00 

Accrued In¬ 
terest on Bonds 

Payable. 1,350.00 

(b) Premium on Bonds 

Payable.540.00 

Bond Interest 

Expense. 540'. 00 


The gain or the loss arising from bond reacquisition is ultimately 
transferred to Earned Surplus. For income tax purposes such a gain is 
taxable and a loss is deductible in the period of bond reacquisition. 

BOND RETIREMENT Most bond issues are payable at the end of a 
AT MATURITY specified length of time. The borrowing cor¬ 

poration may agree to establish a sinking fund for the retirement of 
bonds. As indicated in an earlier chapter, reacquisition of a company’s 
own bonds by means of a sinking fund calls for the same theoretical 
considerations with respect to cancellation of account balances relating 
to the obligation that would obtain in the case of direct bond reac¬ 
quisition. 

A borrowing corporation may also agree that during the life of the 
bond issue it will not use as a basis for dividends all or a portion of the 
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surplus available at the time of the issue or becoming available through 
future earnings. When surplus is so restricted the amount not avail¬ 
able for dividends may be transferred to a surplus reserve account, 
imitation of dividends until the time bonds are retired decreases the 
possibility of loss to bondholders. 

SERIAL BONDS Foregoing discussions related to term bonds, 

or bonds with a single maturity date. A bond 
issue may provide for a series of principal payments on periodic due 
dates. Bonds with such provisions are called serial bonds. For example, 
a $500,000 bond issue may provide that stated bond blocks of $25,000 
are to be paid off at the end of each year for 20 years. This plan pro¬ 
vides for the gradual amortization of the debt. 

The issuance of serial bonds makes unnecessary the use of both the 
bond sinking fund and the surplus reserve described in the previous 
section. When a sinking fund cannot produce income at a rate equiva¬ 
lent to that paid on the bond issue, serial bonds are advantageous to 
the issuing corporation. Here funds are applied directly to the re¬ 
tirement of debt, and the interest relating to the portion of the debt 
retired is thereby terminated. 


AMORTIZATION PRO- When serial bonds are issued, the premium 
BOND^* SERIAL qj. discount amortization schedule calls for 

recognition of .the declining debt principal. 
Successive bond years cannot be charged with equal amounts of pre¬ 
mium or discount because of a shrinking debt and successively smaller 
interest charges. 

As in the case of term bonds, premium or discount amortization is 
possible by a straight-line procedure or by a compound-interest pro¬ 
cedure. The straight-line method as applied to serial bonds is referred 
to as the bonds-outstanding method and calls for decreases in the amorti¬ 
zation schedule proportionate to the decrease in the loan balance. 
The compound-interest method requires that the effective interest 
rate on the sale of the bonds be first determined; interest expense is 
then reported at the effective rate applied to the periodic carrying 
value of the bonds, the difference between the amount reported as ex¬ 
pense and the amount paid being reported as a reduction in the pre¬ 
mium or discount balance. 


Bonds-Outstanding Method of Amortization. Amortization by the 
bonds outstanding method is illustrated in the example that follows. 
Assume that bonds of $100,000, dated January 1, 1953, are issued on 
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this date for $102,800. Bonds of $20,000 mature at the end of each 
year. The bonds pay interest of 4% annually. The company’s fiscal 
year ends on December 31; the fiscal period and the bond year thus 
coincide. A table showing the amount of premium to be amortized 
each year is developed as follows: 


AMORTIZATION SCHEDULE—BONDS-OUTSTANDING METHOD 


Yu AH j 

liONDH 

OuraTANDINQ 

Frachon or 
Pklmii m to BP 
Amoriizi I 

PUI MIUM 

ON Iksui< 

Annual 

Premium 

Amortization 

1953 

$100,000 00 

10/30 

$1,800 00 

$ 933 33 

1954 

80,000.00 

8/30 

2,800 00 

746 67 

1955 

60,000 00 

6/30 

2,800 00 

560 00 

1956 

40,000 00 

4/30 

2,cS00 00 

373 33 

1957 

20,000.00 

2/30 

2,800 00 

186 67 

1 

$,‘100,000 00 

30/30 


$2,800 00 


The annual premium amortization is found by multiplying the 
premium by a fraction whose numerator is the numbei of bond dollars 
outstanding in that year and whose denominolor is the total number 
of bond dollars outstanding for the life of the issue. As bonds are re¬ 
tired, the premium amortization is correspondingly reduced. For 1953, 
for example, amortization is calculated as follows: 

$ 100,000 (bond doll ars outstanding, 1953)_10 _ „ 

$300,000 (total bond dollars outstanding, 1953-1957) 30 ’ . '■ ^ 


Periodic amortization may be incorporated in a table that summar¬ 
izes the interest charges and changes in bond carrying values. Such a 
table follows: 

AMORTIZATION OF PREMIUM—SERIAL BONDS 


BONDS-OUTSTANDING METHOD 


Dati- 

A 

InT I Rl SI 
PaI Ml NT 
(4' r Oh 

1 ACE Vai m ) 

B 

Pri mil m 
Amor II- 
/AllON 

c 

1 I rn rivL 
In I RlHT 

(4-B) 

I ’rI NCI PAL 

Pa\mi N1 

i: 

Bond Car- 
UMso Vai uh 

Dl CRI AHF 

(B -f D) 

F 

Bond 

Carryinq 

Value 

(F-L) 

Jan. 1, 1953 
Dee. 31, 1953 
Dec. 31, 1954 
Dec. 31, 1935 
Dec. 31, 1956 
Dec. 31, 1957 

$4,000 00 
3,200 00 
2,400 00 
1,600 00 
800 00 

$911 31 
746 67 
560 00 
373 33 
186 67 

$1,066 67 
2,453 33 
1,840 00 
1,226 67 
613 33 

$20,000 00 
20,000 00 
20,000 00 
20,000 00 
20,000 00 

$20,933 33 
20,746 67 
20,560 00 
20,373 33 
20,186 67 

$102,800 00 
81,866 67 
61,120 00 
40,560 00 
20,186.67 


Compound-Interest Method of Amortization. Bond tables show 
that the serial bonds described above were sold at a price to yield 
approximately 3%. The use of this rate results in the following in¬ 
terest charges and changes in bond carrying values: 
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AMORTIZATION OF PREMIUM—SERIAL BONDS 


COMPOUND-INTEREST METHOD 


Date 

A 

T NTEKEftT 
Payment 
(4% OP 
Face Value) 

-B- 

Ekkective 
Interest 
(3% OK 
Carrying 
Value) 

C 

Premium 

Amorti¬ 

zation 

(A-B) 

D 

Principal 

Payment 

E 

Bond Car¬ 
rying Value 
Decrease 
(C + D) 

F 

Bond 

Carrying 

Value 

(F-K) 

Jan. 1, 1953 
Dec. 31, 1953 
Dec. 31, 1954 
Dec. 31, 1955 
Dec. 31, 1956 
Dec. 31, 1957 

$4,000.00 

3,200.00 

2,400.00 

1,600.00 

800.00 

$3,084.00 
2,456.52 1 
1,834.22 
1,217.24 
608.02“^ 

$916.00 

743.48 

565.78 

382.76 

191.98 

$20,000.00 

20,000.00 

20,000.00 

20,000.00 

20,000.00 

$20,916.00 

20,743.48 

20,565.78 

20,382.76 

20,191.98 

$102,800.00 

81,884.00 

61,140.52 

40,574.74 

20,191.98 


*3% of $20,191.98 is $605.76. However, use of 3% when the effective rate was not 
exactly 3% has resulted in a small discrepancy that requires compensation upon the 
final interest payment. On the final payment the premium balance is closed, interest 
expense being reduced by the balance in the premium account. 


The straight-line method of amortization provided for the recogni¬ 
tion of uniform amounts of amortization in terms of the par value of 
bonds outstanding. The compound-interest method provided for a 
recognition of interest at a uniform rate on the declining debt balance. 


SERIAL BOND When serial bonds are reacquired prior to 

SukTifRiTY'^ their maturity date, it is necessary to cancel 

the unamortized premium or the discount 
relating to that part of the bond issue that is liquidated. For example, 
assume the issuance of serial bonds previously described and amorti¬ 
zation of the premium by the bonds-outstanding method as given on 
page 559. On April 1, 1954, $10,000 of .bonds due January 1, 1956, 
and $10,000 of bonds due January 1, 1957, are reacquired at 101 plus 
accrued interest. The premium for the period January 1-April 1,1954, 
relating to retired bonds affects bond interest for the current period 
and will be written off as an adjustment to expense at the end of the 
period. The balance of the premium from the date of retirement to 
the respective maturity date of the series retired must be canceled 
together with the bond liability balance. The premium balance relating 
to retired bonds is calculated as follows: 


Premium identified with 1954: 
Premium identified with 1955: 
Premium identified with 1956: 


20,000 

80,000 

^ 0^00 

60,000' 

10,000 

40,000 


X .$746.67 X 9/12 = $140.00 
X $560.00 = 186.67 

X $373.33 = 93.33 


Total premium identified with retired bonds 


$420.00 


Bonds, carrying value $20,420, are retired at a cost of $20,200, re¬ 
sulting in a gain of $220. Pa 3 anent is also made for interest on bonds 
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of $20,000 for a three-month period at 4%, or $200. The entry to record 
the retirement of bonds and the payment of interest on the series re¬ 
tired follows: 

Bonds Payable (or Treasury Bonds) ... . 20,000 

Premium on Bonds Payable . . 420 

Bond Interest Expense 200 

Cash .. . 20,400 

Gain on Retirement of Bonds 220 

An adjusted schedule for the amortization of bond premium is 
prepared as follows: 


AMORTIZATION SCHEDUliE — BONOS-OUTSTANDING METHOD 
ADJUSTED FOR BOND RETIREMENT 



Anmiai Phi MiiTM Vmoui 1 

Pui \in M ( \\ 

\n\T A1 PUFMIUM \M(5UII- 

Year 

/AlION PLH OmtilNAL 

(1114 1 ION <}\ Bond 

/ V 1 lOA AdJLHI 1 O hOH 


Sc MI DIILF 

Ki mil Ml M 

Bond Kniiti mi«ni 

19 

$ 93J 33 


$ 933 33 

1954 

746 67 

$140 no 

606 67 

1955 

560 00 

JS6 67 

373 33 

1956 

373 33 

91 33 

‘280 00 

1957 

186 67 


186 67 


$‘3,800 00 

$420 00 

$2,380 00 


1 ■= ^ 

— 



Instead of following the procedures illustrated above, it w’ould be 
possible to calculate the premium cancellation by fii-st determining 
the premium amortization rate per >ear on each $1,000 bond. This is 
determined from the original amortization schedule as follows: 

$i,K00 (total premium—life of bonds)_annual premium 

tOOTtolal $1,000 bonds outstanding life of bonds) amortization per $1,000 bond. 


The premium cancellation, then, is calculated as follows: 



No. of 

Fraelional 

Annual 

Total 

Year 

$1,000 Bonds 

X Part of Year X 

Premium 

Cancellation 

1954 

20 

1 

4 

$9 :i:5 

$140 00 

1955 

20 


9 33 

186 67 

1956 

10 


9 SH ] 

93 33 


Total premium identified with retired bonds . $420 00 


SERIAL BOND AMORTI- When serial bond retirement dates do not 
ZATION PROCEDURES agree w’ith the company’s fiscal year, the 

FISCAL YEAR DO NOT amortization schedule must provide for am- 
COINCIDE ortization other than for full annual periods. 

To illustrate, assume $100,000 of lO-year, 
5% serial bonds, dated March 1, 1954, are sold on May 1, 1954, at a 
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discount of $3,200. Bonds of $10,000 mature on March 1 of each year. 
The discount would be amortized over 118 months. An amortization 
schedule would be prepared as follows: 

AMORTIZATION SCHEDULE WHEN BOND YEAR AND FISCAL YEAR 
DO NOT COINCIDE—BONDS-OUTSTANDING METHOD 








Total FitArriON of 




Bovdh 


Months 


Bond 

Bond 

Discount 

Amount 

Annual 

Year 

Oui- 


OUT- 


Month 

Month 

TORE 

OF 

Discount 


HTANDINO 


BTANDINQ 


Dollars 

Dollars Amortized 

Discount 

Amortization 

1954 $100,000 

X 

8 

- 

$800,000 

$ 800,000 

R 0 

mu 

$3,200 

$ 400 

1956 1 

'100,000 

X 

2 

= 

200,0001 

1 1,100,000 

1 T 0 

G 1 0 

3,200 

550 

^ 90,000 

X 

10 


900,000] 

1956 1 

' 90,000 

X 

2 

= 

180,0001 

1 980,000 

0 8 

6 t U 

3,200 

490 

^ 80,000 

X 

10 

= 

800,000] 

1957 1 

f 80,000 

X 

2 

= 

160,000' 

1 860,000 

S G 

3,200 

430 

t 70,000 

X 

10 

= 

700,000' 


1958 1 

f 70,000 

X 

2 


140,0001 

1 740,000 

7 4 

G 1 0 

3,200 

370 

[ 60,000 

X 

10 


600,000] 

1959 1 

f 60,000 

X 


- 

120,0001 

1 620,000 

G 2 

6 10 

3,200 

310 

[ 50,000 

X 

10 

= 

500,000] 


1960 1 

f 50,000 

X 

o 

= 

100,0001 

1 500,000 

5 0 
¥4 0 

3,200 

250 

i 40,000 

X 

10 


400,000] 


1961 1 

f 40,000 

X 

2 

= 

80,000l 

1 380,000 

3 R 
¥T0 

3,200 

190 

[ 30,000 

X 

10 

= 

300,000] 


1962 1 

f 30,000 

X 

2 

= 

60,000' 

^ 260,000 

2 0 
¥41) 

3,200 

130 

[ 20,000 

X 

10 

— 

200,000 

1963 < 

i 20,000 

t 10,000 

X 

X 

2 

10 

= 

ifnnUnf 140,000 

100,000 J 

1 4 

3,200 

70 

1964 

10,000 

X 

2 

= 

20,000 

20,000 

2 

1 0" 

3,200 

10 




118 



$6,400,000 

G i 0 

6 4 0 


$3,200 


BOND REDEMPTION Bond issues with a single maturity date, as 

well as those with serial maturities, may be 
issued with provisions making them subject to redemption prior to 
their maturity dates at the option of the corporation. The inclusion 
of call provisions in the bond indenture is a feature favoring the issuer. 
The corporation is in a position to terminate the bond agreement and 
thus to eliminate future interest charges whenever its financial position 
makes such action feasible. Furthermore, the corporation is protected 
in the event of a fall in the market interest rate by being able to retire 
the old issue with funds acquired through a new issue that pays a lower 
rate. 
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Bonds normally provide for payment of a premium in the event of 
call before maturity. The bondholder is thus offered a compensation 
in the event that his investment is terminated and he is faced with the 
problem of fund reinvestment. From the corporation point of view, 
the premium represents the cost of exercising the option to terminate a 
contract. When bonds are called, the difference between the book 
value of the bonds redeemed and the amount paid, including the call 
premium, is reported as a loss or a gain on such redemption. For ex¬ 
ample, assume that bonds of a corporation are callable at a 5% pre¬ 
mium or at 105. Bonds of $20,000 are redeemed on this basis. At the 
time of call, bonds outstanding are shown at $100,000 and unamortized 
discount on the issue is $2,500. The following entry is made: 


Bonds Payable (or Treasury Bonds). 20,000 

Loss on Bond Retirement. 1,500 

Cash. 21,000 

Discount on Bonds Payable. 500 


BOND CONVERSION The conversion of bonds into stock at the 

option of the bondhtilder is frequently in¬ 
cluded in the bond agreement to make the bonds more attractive to 
buyers. Ordinarily such conversion may take place only within a 
stated period and under certain specified conditions. It is frequently 
provided that conversion is possible only on an interest payment date. 
If corporate activities are successful, the bondholder may participate 
in this success as an owner by exchanging his bonds for stock; if activi¬ 
ties are not successful, the bondholder will continue to hold the bonds 
and to receive payments as a creditor of the corporation. For example, 
a corporation may issue $1,000,000 of 4% bonds that are convertible at 
the option of the bondholder into 6% preferred stock within a 5-year 
period. Assume that during this period the operations and the profits 
of the corporation are such that the regular payment of the 6% divi¬ 
dend rate on prefen'ed stock seems assured and the market value of the 
stock rises to an amount in excess of the bond value. Under such con¬ 
ditions bondholders will exercise the conversion option to obtain the 
increased periodic income as well as the security that has the greater 
value. 

In discussing the exchange by an investor of a security whose cost 
differed from the fair market value of the new one acquired, it will be 
recalled that two positions were considered: 

(1) Market value was assigned to the new asset and a gain or a loss 
was recognized on the exchange of the original asset. The exchange 
was considered to complete the transaction cycle for the original asset, 
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and the new asset was recorded at the amount that would have been 
required for its purchase. 

(2) The cost of the original asset was assigned to the new asset 
emerging from ownership of the old. While the character of the in¬ 
vestment changed, the original cost did not, and this cost was preserved 
until it could be applied again.st proceeds from the sale of investment 
holdings. 

The corporation, in viewing the exchange of bonds for capital stock 
with a market value that differs from the book value of the obligation, 
may likewise consider two positions: 

(1) The issuance of the new security calls for an increase in in¬ 
vested capital equal to the fair market value of the new security issued 
and for the recognition of a gain or a loss arising from the retirement of 
the obligation. 

(2) The issuance of the new security simply calls for the assign¬ 
ment of the book value of the bondholders’ equity to the new equity 
arising from the exchange. 

The increase in capital at the market value of the stock issued can 
be supported on the grounds that bondholders are actually paid an 
amount equal to the value of the security given in exchange in termi¬ 
nating the bond contract. The transaction constitutes, in effect, pay¬ 
ment to bondholders and the recovery of the redemption price through 
the issue of new stock. The exchange of stock for bonds closes the trans¬ 
action cycle relating to bonds and opens a new cycle relating to stock 
in which stock is recorded at the value it would bring currently. This 
view recognizes the gain or the loss on conversion as a correction of 
charges relating to the issue, since it arises from the conversion feature 
found in the bond contract. Neither advantage nor penalty is assigned 
to the new stock issue as a result of the original contract to borrow 
funds. 

The assignment of bond book value to the increase in capital is 
supported on the theory that the corporation is fully aware of the fact 
that the sales price, while originally identified with bonds, may ulti¬ 
mately represent the consideration identified with .stock. Thus, w'hen 
bondholders exercise conversion privileges, the book value identified 
with bonds is properly transferred to the security that replaces it. 

To illustrate the accounting for an exchange on the books of the 
corporation, assume the following facts: a $100,000, 10-year, 4 ^{ bond 
issue dated January 1, 1949, is sold for $94,000 on that date. Interest 
is payable semiannually on January 1 and July 1. Conditions of con¬ 
version provide that for 5 years after issue a $1,000 bond may be ex¬ 
changed for 40 shares of common stock with a par of $20 per share. 
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Any accrued interest is to be paid on the date of conversion. A bond¬ 
holder who owns ten $1,000 bonds elects to convert these into stock 
on April 1,1953, when stock is quoted on the market at 27i. 

Recording Increase in Capital at Market Value of Stock Issued. 
The entries to record the conversion if the newly issued stock is to be 
reported at its sales value follow: 


Bond Interest Expense... 116 

Cash. 100 

Discount on Bonds Payable. 15 

To record interest for the period Jan. 1 - April 1 on $10,000 . 
of bonds converted into stocks: 

Amount paid, 49r on $10,000 for 3 months.$100 

Discount amortization, i year at $60 per year . 15 


$115 


Bonds Payable.10,000 

Loss on Bond Conversion. 1,345 

Discount on Bonds Payable. 345 

Common Stock (400 shares, par $20)... . 8,000 

Premium on Common Stock . 3,000 


Issued 400 shares of common stock in exchange for bonds: 
Value of stock, 400 shares quoted at 275 
(par, $20, or $8,000; premium, 7 5, or $3,000) .. $11,000 

Book value of bonds on date of conversion: 

Face value. $10,000 

Less discount: 

Discount on date of issuance. . $600 
Less amortization to date of 

sale, 41 years at $60 per year.. . 255 345 9,655 


Excess of value of stock issued over book value 

of bonds—loss on bond conversion. $ 1,345 


It is assumed above that the discount balance is brouj]jht up to date 
when interest is paid on bonds that are converted. It would be possible 
to recognize discount amortization on this bond lot at the end of the 
year. The entry to record the conversion, however, would be the same. 
The carrying value of the bonds as of the date of redemption is can¬ 
celed, stock issued is recorded at its market value, and a loss on bond 
conversion is recognized for the difference between the value assigned 
to the new security and that identified with the old. 

Recording Increase in Capital at Book Value of Bonds Retired, If 
the book value of the bonds is to be assigned to capital stock, the entry 
to record the exchange is made as follows: 
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Bonds Payable.10,000 

Discount on Bonds Payable. 345 

Common Stock (400 shares, par $20). 8,000 

Premium on Common Stock. 1,655 


Issued 400 shares ot common stock in exchange for bonds: 
Book value of bonds on date of conversion, assigned to stock: 

Face value. $10,000 

Less discount: 

Discount on date of issuance.. $600 

Less amortization to date of 

sale, 4 J years at $60 per year . 255 345 $9,655 

Par value of stock, 400 shares at $20 8,000 

Excess of book value of bonds over par value of 

stock—premium on common stock . $1,655 


It should be observed that total capital is the same regardless of 
the value assigned to the stock issued in exchange for bonds. However, 
when market value was used in the first example, earned surplus of 
$1,345 was converted into premium on common stock, a part of the 
corporate invested capital. 

BOND REFUNDING Funds for the retirement of a bond issue are 

frequently raised through the sale of a new 
issue. This is referred to as bond refunding. Bond refunding may take 
place at the maturity of a bond issue. Bond refunding may also be 
effected prior to the maturity of a bond issue when the interest rate 
has di'opped and the interest savings possible on a new issue will more 
than offset the special costs of retiring the old issue. To illustrate, as¬ 
sume that a corporation has outstanding 6% bonds of $1,000,000 calla¬ 
ble at 102 and with 10 years to run, and similar 10-year bonds can be 
marketed currently at an interest charge of only 5%. Under these cir¬ 
cumstances it is obvious that it would be advantageous to retire the old 
issue with the proceeds from a new 5% issue, since the future savings 
in interest will exceed by a considerable amount the premium to be paid 
on the call of the old issue. Frequently, the desirability of refunding 
an issue will not be as obvious as in the preceding instance. In deter¬ 
mining whether refunding is warranted in marginal cases, costs of the 
two issues will have to be compared and other factors, such as the 
different maturities of the two issues, possible future changes in in¬ 
terest rates, and changed loan requirements will have to be carefully 
considered. 

When refunding takes place before the maturity date of the old 
issue, the problem arises as to what is to be done with unamortized dis- 
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count as well as any call premium identified with the old issue. Three 
positions are taken with respect to disposition of these items: 

(1) Bond discount and call premium are considered an extraordi¬ 
nary loss identified with the bonds being canceled. 

(2) The items are treated as a charge t(» be deferred and amortized 
over the remaining life of the original issue. 

(3) The items are treated as a chai ge to be deferred and amortized 
over the life of the new' issue. 

The first position views bond retirement on a refunding operation 
as any other debt cancellation. Payment of bonds terminates the old 
bond contract and any loss on such termination is identified with the 
original loan period. The new’ bond issue is considered a new venture 
with only its own costs assignable to future periods. \'ith the cycle of 
the original bond issue terminated, the recognition of u loss here is con¬ 
sidered just as appropriate as the loss recognition on the disposal of a 
plant and equipment item. A loss on plant and etpiipment retirement 
is recognized even though such retirement is accompanied by the ac¬ 
quisition of a new asset; parallel treatment calls for recognition of the 
loss on bond retirement even though accompanied by the issuance of 
new bonds. Recognition of the loss on rel irement also finds support as a 
conservative measure, and is the required procedure for income tax 
purposes. 

The second position views unamortized bond disc'ount and redemp¬ 
tion premium as the price paid for the oj)tion of entering into a new 
borrowing arrangement w’henever this proves profitable. Such costs, 
then, are properly deferred so that thay may be identified w’ith the 
periods receiving the benefits from refunding the unexpired term of 
the original issue. The remaining periods covered by the original issue 
w'ill still realize a savings through reduced interest charges counter¬ 
balanced only in part by the amortization of bond discount and re¬ 
demption premium incurred in the realization of .su(*h savings. 

The third position view’s redemption costs as related to new borrow¬ 
ing and hence as distributable over the entire life of the new’ issue even 
if this exc'eeds the life of the original bonds. The decision to refund the 
issue is made on the basis of the present arrangement as compared with 
the various alternative borrowing plans that may be available. Any 
cost relating to the changed financing, then, should be absorbed over 
the full term of the new issue. 

It appears that the strongest argument can be made for the treat¬ 
ment of bond redemption costs as an extraordinary loss in the period of 
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retirement. Here redemption costs are viewed as costs of terminating 
an agreement that is no longer favorable rather than as costs for enter¬ 
ing into more advantageous arrangements for borrowings. The old 
loan cycle is considered to have ended; a new loan cycle has begun. To 
capitalize costs on redemption would lend support to similar capital¬ 
ization of the unrecovered book value of assets and removal costs when 
assets are retired upon the acquisition of new assets. Either instance 
may be better viewed as an entry into a new situation that occasions a 
full recognition of losses that have accrued in past periods. 

The Committee on Accounting Procedure of the American Institute 
of Accountants in its Bulletin No. 2, “Unamortized Discount and Re¬ 
demption Pi'emium on Bonds Refunded,” indicates a preference for the 
treatment of refunding costs as a charge over the unexpired term of the 
old bonds. It also regards the immediate write-off of such costs as 
acceptable practice. The third position is definitely rejected by the 
Committee. In the view of the Committee, the decision to refund is 
made in consideration of the savings involved, savings that are limited 
to the remaining life of the original issue. Periods beyond the life of the 
original issue, not a factor in the decision to refund and realizing no 
benefit from such action, should not be required to carry a part of such 
refunding costs. In accepting two alternatives the Committee points 

out, “.the existence of the two alternatives is not to be construed 

as a reflection on accounting or accountants. It arises from a difference 
of opinion as to the relative weight to be attached to different objec¬ 
tives and reflects a conflict between two'modes of thought.”' 

Recognition of a loss in the accounts as compared with the deferral 
of refunding costs is illustrated in the example to follow. Assume that 
6% bonds of $250,000 are retired from the proceeds of a new 5% 
$300,000 issue. The original issue has 5 years to run; interest has been 
paid and discount has been amortized, leaving a discount balance of 
$3,000 on the date of refunding. Bonds are callable at 102. The new 
bonds have a 10-year life and are sold at 98. Entries are made as follows: 


If Loss on Refunding 
Is Recognized 


If Costs of Refunding 
Are Deferred 


July 1 

Casih 294,000 

Cash 294,000 

Issued bonds of $300,000 at 

Discount on 

Discount on 

98. 

Bonds Payable 6,000 

Bonds Payable 6,000 


5^'c Bonds 

5^, Bonds 


Payable 300,000 

Payable. 


300,000 


^Accounting Research Bulletin No, 2, “Unamortized Discount and Redemption Pre¬ 
mium on Bonds Refunded,” September, 1939 (New York: American Institute of 
Accountants), p. 20. 
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If Loss on Refunding If Costs of Refunding 


Is Recognized Are Deferred 


July 1 

Redeemed bonds of $250,000, 
book value, $247,000, at 102. 

6% Bonds 

Payable 250,000 

Loss on Bond 

Redemption 8,000 

Cash 255,000 

Discount on 

Bonds Pay¬ 
able 3,000 

6S Bonds 
Payable 2, 

Deferred Re¬ 
funding Costs 
Cash 

Discount on 
Bonds Pay¬ 
able 

50,000 

8,000 

255,000 

3,000 

December 31 

Paid semiannual interest. 

Bond Interest 

Expense 7,500 

Cash 7,o00 

Bond Interest 
Expense 

Cash 

7,500 

7,500 

(a) Discount amortization 

for 6 months on 10-year 
life: 

1/20 X $6,000 = $300. 

Bond Interest 

Expense 300 

Discount on 

Bonds Pay¬ 
able .. . 300 

Bond Interest 
Expense 
Discount on 
Bonds Pay¬ 
able 

300 

300 

(b) Deferred refunding costs 
amortization for 6 months 
on 5-year life: 

1 /lO X $8,000 = $800. 

No entry 

Bond Interest 
Expense 
Deferred Re¬ 
funding Costs 

800 

800 


DEFERRED CREDITS Deferred credits to income i-epresent revenues 

that are not yet to be recognized but are to be 
deferred into a future period. The deferred credit arises upon the re¬ 
ceipt of cash or the recognition of some other asset in advance of the 
period in which the asset may be considered to be earned. Cash re¬ 
ceived or receivables recognized for goods, services, or benefits to be 
supplied in future periods call for credits to deferred income accounts 
until commitments are fulfilled. Normally, costs are involved before 
revenues may be considered as realized and a gain or a loss still re¬ 
mains to be determined in the future. 

A deferred credits heading is provided on the balance sheet for de¬ 
ferred income items. The deferred credits section is reported as a part 
of the liabilities in view of the claims on the business represented by 
these items. 

It has already been suggested that when a deferred income item is 
to make significant claim upon the existing current assets in the fulfill¬ 
ment of contract commitments, such an item is properly reported as a 
current liability. The deferred credit classification, then, should be 
limited to future revenues that will not make significant demands upon 
current assets. Unearned interest income, for example, may be re¬ 
ported as a deferred credit since it makes no claim on current assets. 
Leasehold income, when received for a number of years in advance, 
would also qualify as a deferred credit. Here the deferred income bal- 
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ance may be considered to be composed of (1) a claim for periodic ex¬ 
penditures for taxes, insurance, repairs, etc., (2) a claim for use of 
properties involving depreciation of noncurrent assets, and (3) a resid¬ 
ual balance of net earnings to be recognized over the life of the lease. 
The claim that is made upon current assets presently reported, in¬ 
cluded in group (1), is relatively small and may be disregarded for all 
practical purposes. Other items that are usually reported under the non- 
current deferred credits heading on the balance sheet include advances 
under long-term contracts, premiums received on long-term service 
and insurance contracts, premiums on bonds payable, and deferred 
profits on installment sales when profits are to be considered as realized 
only as installment receivables are converted into cash. 


LONG-TERM In reporting long-term obligations on the 

BAlfANC*E*SHEiET^”^ balance sheet, the nature of the obligations, 

maturity dates, interest rates, and methods 
of liquidation should be indicated. When assets have been pledged to 
secure an obligation, full particulars of the pledge should be indicated 
either in the description of the liability or in the description of the 
specific assets pledged. Creditors, both present and potential, are 
vitally concerned with such data, since in the event of business in¬ 
solvency, pledged assets must first be applied to the liabilities that they 
secure. Even though assets and liabilities may be related in some man¬ 
ner, items should not be offset: a mortgage on buildings is reported as a 
liability, while buildings are reported at their full purchase cost as an 
asset; the full bond obligation is reported as a liability, while a bond 
sinking fund is reported as an asset. 

Since there is no difference between unissued bonds and treasury 
bonds, the two may be combined so that potential funds from the bond 
authorization may be indicated. This total is subtracted from bonds 
authorized in arriving at bonds issued and outstanding, or only bonds 
payable outstanding may be shown, treasury and unissued bonds being 
reported pai-enthetically. Appropriate disclosure should be made when 
treasury oi- unissued bonds have been pledged on loans. 

Long-term debt maturing wdthin one year should be reported as a 
current liability only when retirement will claim current assets. If 
the debt is to be paid from a sinking fund or is to be retired through 
some form of refinancing, it w'ould continue to be reported as noncur¬ 
rent, with a note as to the method to be used in its liquidation. 

Long-term obligations other than long-term debt found in the form 
of mortgages, notes, and bonds are generally listed separately or re¬ 
ported as “Other Liabilities.” The deferred credits section is normally 
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reported as the last of the long-term liability classifications. Contin¬ 
gent long-term debt, such as accommodation endorsements or guaran¬ 
tees in connection with debt of affiliated companies, should be disclosed 
by appropriate accompanying remarks. 

Long-term liabilities may be reported on a balance sheet as of 
December 31,1953, as follows: 

Long-term debt: 

20-year, 4% First mortgage bonds, 
due January 1, 1965, authorized. . $200,000 
Less unissued and treasury bonds: 

Pledged as security on 

short-term loans.$25,000 

Held in treasury. 15,000 40,000 

Bonds issued and outstanding. $160,000 

Serial 5% Debentures, due May 1, 

1954 to May 1, 1959, inclusive .... $120,000 
Less: May 1, 1954, maturities re¬ 
ported in current section. 20,000 100,000 


Purchase obligations payable 1955 to 
1959. 55,000 $315,000 

Other long-term liabilities: 

Estimated employee retirement bene¬ 
fits and pensions payable. 120,000 

Deferred credits: 

Customer advances on contracts for 

service extending until 1959. $50,000 

Premium on bonds payable. 5,000 55,000 


Total long-term debt 


$490,000 


QUESTIONS 

1. What factors would be taken into consideration in determining 
whether funds should be raised by bond issue or by the sale of additional 
stock? 

2. Distinguish between: 

(a) Secured and unsecured bonds. 

(b) Callable and convertible bonds. 

('c) Registered and bearer bonds. 

(d) Term bonds and serial bonds. 

3. Explain two methods that may be used in recording transactions re¬ 
lating to bond issuance. 

4. Describe the nature of the following account balances and indicate 
how each would appear on the financial statements: 
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(a) Bond Subscriptions Receivable 

(b) Premium on Bonds Payable 

(c) Unissued Bonds 

(d) Bonds Payable Subscribed 

5. (a) Distinguish between the straight-line and the scientific methods 
for premium and discount amortization on bonds payable, (b) What 
method would you recommend? Why? 

6. Is it more practical to amortize discount or premium on bonds at 
each interest date or at the end of the fiscal period? Explain. 

7. What amortization policy would you recommend that the issuer follow 
on bonds that are callable prior to maturity? 

8. How would you suggest that the costs relating to the issuance of 
bonds be recorded? 

9. (a) What arguments can you offer for reporting discount on bonds 
payable and premium on bonds payable as deferred items? (b) What 
arguments can you offer for reporting these balances as bond valuation 
accounts? 

10. The treasurer for the Gardner Co. proposes that treasury bonds be 
reported as an asset at the amount paid upon their acquisition. What re¬ 
ply would you make to this proposal? 

11. What values may be assigned to capital stock exchanged for bonds in 
accordance with bond convertible features? What arguments can be made 
in support of each of the procedures recommended? 

12. (a) Describe the bonds-outstanding method for premium or discount 
amortization, (b) How does this method differ from the compound- 
interest method applicable under the circumstances? 

13. What is meant by refunding a bond issue? 

14. Describe three methods for disposing of unamortized bond discount 
and call premium on bonds retired through refunding. Give arguments pro 
and con for each method. Which method do you feel has the greatest 
merit? 

15. (a) When would it be proper to report bonus as a noncurrent item 
even though they mature currently? (b) What precautions should be 
exercised in such reporting? 

16. Comment on the following presentations and indicate what corrections 
you would make: 

(a) Equipment, cost $100,000, on which installment notes of $90,000 are 
unpaid, is reported on the balance sheet at the company's net equity 
therein, $10,000. 

(b) Treasury bonds, face value $50,000, cost $56,000 are reported as an 
asset at cost on the balance sheet. 

(c) Advances from a subsidiary company are reported as a subtraction 
from the investment in the stock of the company in reporting the net 
investment in the subsidiary on the balance sheet. 

17. The Bingham Corporation combines unissued bonds and treasury 
bonds and subtracts this total from a bonds authorized total on the balance 
sheet. Do you support such practice? 
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EXERCISES 

1 . The Majestic Co. has issued 10,000 shares of common stock, par $100. 
The company requires additional working capital and finds that it can sell 
2,000 additional shares of common at $100, or it can fioat a $200,000 bond 
issue at par with an interest rate of ¥'/(. Earnings of the company before 
income taxes have been $50,000 annually, and it is expected that these 
will increase 20% (before additional interest charges) as a result of the 
additional funds. Assuming that the income tax rate is estimated at 40%, 
which method of financing would you recommend as an original common 
stockholder? Why? (Show calculations.) 

2. The Clark Corporation is.sues bonds of $100,000 at 98 plus accrued 
interest on July 1,1953. Interest at 4% is payable semiannually on March 
1 and September 1, and the bonds mature on March 1,1963. What entries 
are required to record (a) the issuance of the bonds on July 1, 1953, (b) 
the interest payment on September 1, 1953, and (c) the accrued interest 
and amortization on December 31, 1953? 

3. The Workman Corp. received permission to issue $1,000,000 of 5%, 
10-year bonds. The bonds are dated March 1, 1953, and interest is pay¬ 
able at semiannual intervals on March 1 and September 1. Subscriptions 
for bonds of $80,000 were obtained on April 1, 1953, at 98. Pull payment 
on subscriptions was made on June 1, 1953, including accrued interest to 
this date, and bonds are issued. The company’s fiscal period is the calen¬ 
dar year. Give the entries that are required for 1953, assuming that the 
company records unissued bonds in the accounts upon bond authorization. 

4. (a) The Taft Corporation issues $100,000 of 3' ■>% debenture bonds on 
a basis to yield 3.2% receiving $102,550. Interest is payable semiannually 
and the bonds mature in 10 years. What entrie.s would be made for ihe 
first two interest payments, assuming premium amortization on interest 
dates by (1) the straight-line method and (2) the compound-interest 
method? 

(b) If the sale is made on a 4% basis, $95,912 being received, what 
entries would be made for the first two interest payments, a.ssuming dis¬ 
count amortization on interest dates by (1) the straight-line method and 
(2) the compound-interest method? 

5. On December 1, 1951, the Miller Company issues 10-year bonds of 
$100,000 at 102. Interest is payable on December 1 and June 1 at 6%. On 
April 1, 1953, the Miller Company retires 10 of its own $1,000 bonds at 
99 plus accrued interest. What entries are made to record (a) the issuance 
of the bonds, (b) the interest payments and adjustments relating to the 
debt in 1952, (c) the retirement of bonds in 1953, and (d) the interest pay¬ 
ments and adjustments relating to the debt in 1953? 

6. The books of the Wesley Co. report the following on its balance sheet 
on December 31, 1953: 

Bonds payable (interest at 4%, payable January 1 and July 1; 

bonds mature January 1, 1960). $100,000 

Bond discount. 1,650 
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On January 1,1954, bonds of $20,000 were reacquired at 973^2* Bonds 
of $10,000 were resold on October 1, 1954, at 983^ plus accrued interest. 
Interest checks on bonds outstanding were mailed on December 31, 1953. 
The company's fiscal period is the calendar year, (a) Give all of the entries 
relating to the bond issue that would be made on the books of the company 
in 1954. (b) What information relating to the bond issue would appear 
on the financial statements prepared at the end of 1954? 

7. The Case Corporation issues $1,000,000 of serial bonds on January 1, 

1953, bonds of $200,000 to be retired at the end of each year. Interest of 
4% is to be paid annually. The issue is sold for $1,013,856, a price that will 
result in a 3y//o yield, (a) Assuming premium amortization by the com¬ 
pound-interest method, prepare a table summarizing interest charges and 
bond carrying values for the 5-year period similar to that illustrated on 
page 560. (b) Prepare a similar table assuming premium amortization 

by the straight-line method. 

8. On January 1, Palmer and Boyd, Inc. issues $1,000,000 of 5% notes. 
Notes amounting to $200,000 are to be redeemed annually, the first re¬ 
demption to be made at the end of the sixth year. The notes are sold at 96. 
Interest is payable annually. Set up a table showing the amortization of 
the discount. What entries would be made to record the interest payments 

(a) at the end of the first year, (b) at the end of the sixth year, (c) at the 
end of the seventh year? 

9. On January 1, 1947, Jackson, Inc. sells $100,000 of 6% debenture 
serial bonds at 90. Bonds of $20,000 are redeemable at annual intervals, 
the first redemption to be made on January 1, 1953. Interest checks are 
mailed semiannually on June 30 and December 31. Amortization entries 
are made at end of each year. Bonds are callable prior to their serial 
maturity dates at 102. 

All outstanding bonds are called in and retired on December 31, 1953. 
Give the entries to record the interest payment and the bond retirement at 
the end of 1953. 

10. Wright, Inc. issues $100,000 of serial bonds on January 1,1953, bonds 
of $10,000 being redeemable annually beginning on January 1, 1954. 
Bonds are sold for $97,250. Intere.st at 4% is i)ayable semiannually on 
January 1 and July 1. On May 1, 1955, the bond series due on January 1, 
1958, is retired at 99 plus accrued interest. What entry is made to record 
the bond retirement? 

11. Alvin Gray is a holder of $10,000 of 10-year convertible bonds of the 
Clark Corporation that were issued by the company at 101. He has the 
option of converting each $1,000 bond into 10 shares of common stock, 
par value $100. The bond rate is 3% payable semiannually. The option 
is exercised by Gray 23 2 years after the issuance of the bonds, (a) What 
entries are required on Gray's books and on the books of the corporation 
to record the exchange in the absence of a market value for the stock? 

(b) If the stock had a market value of $120 per share at the time of ex- 
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change, what entries would be made on the books of each party if this 
value is to be recognized? 

12. On December 31, 1953, the end of a fiscal year, the ledger for A. P. 
Jones, Inc. shows the following: 

10-Year 4}2^/r Bonds Payable 

i 

July 1, 1952 . 105,000 , Jan. 1, 1951 . 500,000 


Discount on Bonds Payable __ 

I 

Jan. 1,1951 . 10,000 | 

I 

Interest on bonds is payable semiannually on January 1 and July 1. 
Discount amortization has never been recorded. Retirement of bonds of 
$100,000 on July 1, 1952, at a call premium of 5' was recorded by charg¬ 
ing the bonds account for the retirement cost. (Jive whatever correcting 
entries are necessary on December 31, 1953, as well as the adjustment for 
accrued interest on this date. 

13. The Jacobs (Corporation maintains a bond sinking fund. The follow¬ 
ing balances relative to the sinking fund appear in the general ledger at the 


beginning of 1954: 

Bond Sinking Fund: 

Sinking Fund (^ash $140,000 

Bonds of Jacobs Corporation (at par) . 630,000 

Other Securities 110,000 

Accrued Interest on Other Securities . 1,600 


During 1954, the following transactions take plac(‘: 

(a) Other securities, cost $26,000, are sold for $27,500. 

(b) Jacobs Corporation bonds, par $120,000, are acquired at a cost of 
$122,500 plus accrued interest of $2,200. (Bonds were originally 
issued at par.) 

(c) Cash of $60,000 is transferred to the sinking fund. 

(d) Collections of income on other securities total $3,500. 

(e) Bonds in the sinking fund are formally retired. 

Give the entries to record the foregoing transactions. 

14. The Williams Company calls in a $200,000 bond issue that is not 
due for 4 years and on which there is unamortized bond discount of $3,200. 
The call price is 102. The company then issues 10-year 3% bonds of 
$250,000, which are sold at 99. List the methods available for the disposi¬ 
tion of unamortizcd discount and call premium and give the entries for 
refunding that would be made in each case. 
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PROBLEMS 

194. The Clark Corporation issued $100,000 4% bonds, interest payable 
semiannually, bonds maturing 4 years after issue. The bonds were sold 
at $96,415, a price to yield 5% on the issue. 

Instructions: (1) Prepare tables to show the periodic adjustments to the 
discount account and the annual bond interest assuming adjustment by each 
of the following methods: (a) the straight-line method and (b) the com¬ 
pound-interest method. 

(2) Give entries for the interest payment and the discount amortization 
for the first year of the bond issue assuming use of (a) the straight-line method 
and (b) the compound-interest method. 


19-2. Brock and Gay, Inc. was authorized to issue 10-year, 4% bonds of 
$500,000. The bonds are dated January 1, 1952, and interest is payable 
semiannually on January 1 and July 1. Checks for interest are mailed on 
June 30 and December 31. Bond sales were as follows: 

April 1, 1952 $300,000 at 98 plus accrued interest. 

July 1, 1953 $100,000 at 102. 

On September 1, 1953, remaining unissued bonds were pledged as 
collateral on the issue of $75,000 of short-term notes. 

Instructions: (1) Give the journal entries relating to bonds that would 
appear on the corporation’s books in 1952 and 1953. (Straight-line amortiza¬ 
tion is used; an unissued bonds account is set up.) 

(2) Show how information relative to the bond issue will be reflected on 
the balance sheet prepared on December 31, 1953. (Give balance sheet sec¬ 
tion headings and accounts and account balances appearing within such 
sections.) 


19-3. The Logan Corporation received permission as of January 1, 1953, 
to issue 5% bonds of $3,000,000 maturing on January 1, 1963. The bonds 
are dated January 1, 1953, and interest is payable semiannually on Janu¬ 
ary 1 and July 1. The bonds are callable at 102 plus accrued interest at 
any time after January 1, 1958. 

On March 1,1953, the corporation sold bonds of $1,500,000 at 103 plus 
accrued interest. Checks for interest were placed in the mail on June 30, 
1953. The balance of the authorized issue was sold for cash on October 1, 
1953, at 99 j 2 plus accrued interest. 

The corporation’s annual fiscal period ends on November 30. Interest 
on bonds was accrued to this date, and bond amortization entries for the 
past fiscal year were recorded. 

Interest checks were mailed on December 31, 1953. 

Instructions: (1) Give the journal entries relating to the bonds that 
appear on the books for the year 1953. (The straight-line method is used for 
amortization; an account lor bonds unissued is not set up.) 

(2) Assuming that the bonds are called in on July 1, 1958, give the journal 
entries to record the payment of interest and the bond retirement on this date, 
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19-4. The Miller Co. was authorized to issue $2,000,000 of 6% debentures 
on April 1,1947. Interest on the bonds is payable semiannually on April 1 
and October 1. Bonds mature on April 1,1957, but may be called at 1013 2 
on any interest date after 5 years from date of issue. 

The entire issue was sold on April 1,1947, at 963 ^ less costs of $30,000 
involved on the issue. Cash deposits were made periodically to a sinking 
fund for the purpose of retiring bonds. Bonds were purchased on the open 
market from the sinking fund and were retired as follows: 

June 1, 1949 $200,000 at 98 plus accrued interest. 

November 1, 1950 $300,000 at 993^4 plus accrued interest. 

On April 1,1952, bonds of $500,000 were called in, and the remaining 
bonds were retired at maturity. 

Instructions: (1) Give the journal entries, including any adjustments 
relating to the issuance of bonds and interest on the obligation, that are re¬ 
quired for 1947. (The company’s fiscal period is the calendar year.) 

(2) Prepare a table with columnar headings as shown below. Show for 
each calendar year over the lile of the bond issue the information as listed. 



Bond Interest 


Bond Retirement 


Balance Sheet 
Balances 

Year 

Expense 

before 

Discount 

Total 


Reduction 

Reduction 

in 

Loss 

on 

Balance 

of 

Balance 

of \ 


Amorti- 

Amorti- 

Interest 

Amount 

in j 

Bonds 

Bond 

Discount 

Bonds 


zation 

zation 

Expense 

Paid 

Discount 

Payable 

Account 

Retire¬ 

ment 

Account 

Payable 

Account 


L^he Daniels Company issued 5% bonds of $2,000,000 at 104 plus 
uv J interest on April 1,1953. The bond issue is dated January 1,19f)3; 
Interest is payable semiannually on January 1 and July 1. On January 1 of 
each year for 10 years, beginning January 1, 1954, bonds of $200,000 
mature and are paid. The company’s fiscal period is the calendar year. 

Instructions: Give the required journal entries relating to the bond issue 
in 1958 and 1954. Assume that a bonds unissued account is not set up and 
that checks are issued on December 31 for all payments due January 1. 


19-6. Hansen, Inc. issued serial bonds of $1,000,000 dated January 1, 
1953. The interest is payable semiannually on January 1 and July 1. The 
bonds provide that four annual redemptions of $100,000 are to be made, 
the first one on January 1,1955; three annual redemptions of $200,000 are 
to be made beginning on January 1, 1959. 

Instructions: (1) Prepare a table showing the amount of bond discount 
to be amortized each year by the bonds-outstanding method, assuming bonds 
are issued on January 1,1953, at 94. (The company’s fiscal period is the calen¬ 
dar year.) 

(2) Prepare a table showing the bond discount amortization if the bonds 
are issued on April 1, 1953, at 94 plus accrued interest. 
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(3) Assuming the bonds are issued on April 1, 1953, give the journal 
entries that would be made in 1953 for (a) the issuance of the bonds, (b) the 
semiannual interest payments, and (c) the amortization of discount. 

19-7. The Weston Company sold $1,000,000 of ¥/} debenture bonds on 
January 1,1952, to an investment banking firm at 97The bonds have 
serial maturities; bonds of $200,000 are payable at annual intervals be¬ 
ginning on January 1, 1955. Interest is payable annually on January 1. 
Checks for principal and interest payments are mailed on December 31 
of each year. On July 1, 1954, the company reacquired at 99 plus accrued 
interest bonds of $100,000 due January 1,1955, and bonds of $100,000 due 
January 1, 1956. Bonds were formally retired. 

Instruct ion h: (1) Assuming discount amortization by the bonds-out- 
standing method and bond retirements as scheduled, prepare a table summa¬ 
rizing interest charges and bond carrying values for the bond life similar to 
that illustrated on page 559, supported by a schedule showing the calculation 
of amortization amounts. 

(2) Prepare a similar table summarizing interest charges and bond carry¬ 
ing values for the bond life taking into consideration bond redemptions in 
advance of maturity dates as indicated. 

(3) Record in journal form the retirement of bonds on July 1, 1954. 

19-8. The Barnes Corporation plans to issue 5^/^, lO-year bonds that are 
convertible into common stock within 5 years at the option of the bond¬ 
holders. Each $1,000 bond may be exchanged for 15 shares of stock, par 
value $50, plus any accrued interest. Interest on bonds is payable on 
March 1 and September 1. Accrued interest is to be paid when the bonds 
are converted. The corporation's fiscal period is the calendar year. 

Bonds of $1,500,000 are authorized and printed, and are dated March 
1, 1952. Bonds unissued are recorded in the accounts. The issue does not 
take place until May 1, 1952, when bonds are disposed of at 102 plus 
accrued interest. 

On August 1, 1953, holders of bonds of $400,000 elected to convert 
their holdings into stock; remaining bonds were converted into stock on 
September 1, 1954. 

Instructions: Give the necessary journal entries relating to the bond issue 
during the period 1952 to 1954, including any adjusting and reversing 
entries that may be required. Assume straight-line amortization. 

19-9. The balance sheet for the Anderson Corp. on December 31, 1953, 
the close of the fiscal period, shows the following accounts: 

Bond Discount and Expense $18,000 | Accrued Interest on Bonds $15,000 

Bonds Payable, due Janu¬ 
ary 1, 1958, interest at 
4% payable semiannually 
on Jan. 1 and July 1 750,000 

On January 1, 1954, the following took place: cash of $975,000 was 
made available from the sale of $1,000,000 of 10-year, 332% bonds to 
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West Underwriters. Cash from the new issue was used for retirement of 
the 4% bonds at a call price of 102 and for payment of accrued interest 
on this issue; the balance of cash was added to the general funds of the 
company. Interest on the new issue is payable January 1 and July 1. 

Instructions: (1) Give the entries that would appear on the books of the 
corporation relative to bonds and bond interest for the year 1954, assuming 
that unamortized discount and call premium on the old issue are not to be 
identified with future fiscal periods. 

(2) Give the entries that would appear on the books of the corporation 
relative to bonds and bond interest for the year 1954, assuming that un¬ 
amortized discount and call premium on the old issue are to be amortized over 
the remaining life of the old issue. 

inspecting the records of the Plywood Corporation you find that 
^rirst Mortgage Serial Bonds were authorized and dated July 1,1950, 
!^Cn interest payable semiannually. The issue was sold on October 1, 
1?50, at 99 plus accrued interest of $2,250 and less costs on the issue of 
$3,250. Bonds of $20,000 mature at annual intervals; the first maturity 
date is July 1, 1951. Bonds are callable on any interest payment date. 
On January 1, 1953, the company called in the 1955 maturities at 102. 
The company maintained a single account for the bond issue, and on 
December 31, 1953, the close of an annual ijscal period, this account 
showed a balance of $116,600 and appeared a follows: 


43 / 2^4 First Mortgage Serial Bonds 


July 1, 1951 Retirement of 

Oct. 1,1950 Proceeds 

1951 maturities 20,000 

from sale of 

July 1, 1952 Retirement ot 

bonds 197,000 

1952 maturities 20,000 


Jan. 1, 1953 Retirement of 


1955 maturities 20,400 


July 1, 1953 Retirement of 


1953 maturities 20,000 



Instructions: Q) Give the correcting journal entries as well as any adjust¬ 
ing entries required as of December 31,1953. (Assume that the hooks for 1953 
have not been closed. Give any schedules that may be required in developing 
entry totals.) 

(2) What account balances and amounts relating to the bond issue would 
appear on the balance sheet as of December 31, 1953, and on the income state¬ 
ment for the year ending December 31, 1953? 

19-11. The board of directors of the Bellview Company authorized a 
$1,000,000 issue of 5% convertible 20-year bonds dated March 1, 1951. 
Interest is payable on March 1 and September 1 of each year. The con¬ 
version agreement provides that until March 1,1956, each $1,000 of bonds 
may be converted into 6 shares of $100 par-value common stock and that 
interest accrued to date of conversion will be paid in cash. After March 
1,1956, the bonds are convertible into 5 shares of common for each $1,000 
of bonds. 
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The company sold <^he entire bond issue on June 30, 1951, at 98 and 
accrued interest. Deferable costs incurred in making the sale amounted to 
$8,320. The company adjusts its books at the end of each month and closes 
them on December 31 of each year. Interest is paid as due. On February 
1, 1953, a holder of $20,000 of bonds converts them into common stock. 

Instructions: Prepare entries in journal form to reflect the transactions 
arising out of the existence of these bonds on each of the following dates: 

(a) June 30, 1951. 

(b) September 1, 1951. 

(c) December 31, 1952 (including closing entries). 

(d) February 1,1953. 

(e) December 31,1953 (including closing entries). 

In support of the above entries, prepare a summary analysis of the un¬ 
amortized bond discount and expense account for the period to December 31, 
1953. (A.I.A. adapted) 

19-12. The Arden Company issued $3,000,000 of 4% first-mortgage bonds 
on October 1, 1945, at 96 and accrued interest. The bonds were dated 
July 1, 1945; interest payable semiannually on January 1 and July 1; re¬ 
deemable after June 30,1950, and to June 30,1952, at 104, and thereafter 
until maturity at 102; and convertible into $100 par value common stock 
as follows: 

Until June 30, 1950, at the rate of 6 shares for each $1,000 of bonds. 

From July 1, 1950, to June 30, 1953, at the rate of 5 shares for each $1,000 
of bonds. 

After June 30, 1953, at the rate of 4 shares for each $1,000 of bonds. 

Expenses of issue were $6,360 and are to be combined with the premium 
or discount, and the total is to be amortized over the life of the bonds from 
date of issue. The bonds mature in 10 years from their date. The company 
adjusts its books monthly and closes as of December 31 each year. 

The following transactions occur in connection with the bonds: 

(a) July 1, 1951—$500,000 of bonds were converted into stock 

(b) December 31, 1952- -$500,000 face amount of bonds were reacquired 
by purchase on the market at 9934 and accrued interest. These were 
immediately retired. 

(c) July 1, 1953 -The remaining bonds were called for redemption. For 
purpose of obtaining funds for redemption and business expansion, a 
$4,000,000 issue of 2 ^ 4 % bonds was sold at 98^ 1 . These bonds 
were dated July 1, 1953 and were due in 20 years. 

Instructions: Prepare in journal form the entries necessary for the com¬ 
pany in connection with the above transactions, including monthly adjust¬ 
ments where appropriate, as of the following dates: 

(1) October 1, 1945. 

(2) December 31, 1945. 

(3) July 1,1951. 

(4) December 31,1952. 

(5) July 1, 1953. 


(A.I.A. adapted) 
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19-13. The post-closing trial balance prepared by the accounting depart¬ 
ment of the P^enwick Company from its records at September 30, 1953, 
is given at the top of the following page. 

It has been determined that the following transactions or circumstances 
have not been adequately considered by the company's accountants in the 
preparation of the trial balance: 

(1) Discounts receivable represent the uncollected balances of a considerable 
number of notes receivable, acquired on a discount basis, in the aggregate 
original amount of $3,750,000. The discount rate was 10% and the de¬ 
ferred income of $375,000 is the full amount of the discount at the dates of 
acquisition, which were as follows: 

Date Aggregate Amount 

June 15, 1953. $2,000,000 

July 21, 1953. 1,000,000 

September 10, 1953. 750,000 

By their terms, the notes are collectible in equal monthly installments 
over a period of 15 months. The management is of the opinion that the 
aggregate discount on the notes acquired should be regarded as earned 
over the life of the notes and has requested that the ‘'sum of months' 
digits” method* of transferring discount to income be used. It has been 
agreed that this method is acceptable, but it has further been agreed that 
no discount will be transferred to income in the month of acquisition. 

(2) The company executed a lease agreement in July, 1953, for a 5-year period 
beginning September 1,1953, which stipulated an annual rental of $10,000. 
Under the provisions of the lease, the annual rental is due on the first day 
of each lease year, but no rent had been paid or accrued at September 
30,1953. 

(3) Real estate taxes are payable in two equal installments on March 1 and 
September 1 of each year. The fiscal year of the assessing body ends on 
December 31, but taxes are actually assessed on January 15 and become 
a lien against the property on February 1 of the fiscal year to which they 
are applicable. 

The 1953 taxes (due March 1 and September 1, 1953) were billed at 
$60,000, and were paid when due. 

(4) A 2%, dividend was declared on September 30, 1953, to holders of record 
on October 15, 1953. The dividend is payable on November 1, 1953. 

*For example, if notes were collectible in equal installments over a 5-month period 
the following procedure would be used: 

Sum of Months’ Proportion of Deferred Income 


Month Digits to be Considered Realized 


1st. 1 5/15 

2nd. 2 4/15 

3rd. 3 3/15 

4th. 4 2/15 

5th. 5 1/15 


15 


15/15 
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Accounts Debit Credit 

Accounts payable and other current liabilities.... $ 1,830,000 

Accounts receivable. $ 3,800,000 

Bonds payable—4%—1957. 2,000,000 

Capital stock (at par) . 4,000,000 

Cash. 1,983,333 

Deferred income (discounts receivable). 375,000 

Discounts receivable. 3,216,667 

Fixed assets. 4,000,000 

Goodwill. 80,000 

Notes payable. 1,000,000 

Reserve for depreciation. 1,000,000 

Reserve for losses (receivables). 625,000 

Surplus: 

Balance—October 1,1952. 1,915,000 

Income for the year ended September 30,1953 435,000 

Treasury stock (at par). 100,000 


$13,180,000 $13,180,000 


(5) Under a contract with an advertising agency, payments of $110,000 were 
made during the year in connection with a direct-mail campaign. The 
payments represented a deposit ($25,000) and services and expenses 
through August 31 ($85,000). A bill for services and expenses for the 
month of September has been received in the amount of $60,000. All pay¬ 
ments have been charged to expense; no accruals are reflected in the 
records. 

The contract was entered into and the program was commenced on 
June 1,1953. The campaign is to continue until May 31, 1954, but bene¬ 
fits are expected to accrue over a 3-year'period. The deposit is intended 
to serve as a working fund for the payment of day-to-day expenses by the 
advertising agency; it will be deducted from the agency’s final billing. 

Total expenditures under this contract are estimated at $400,000. 
The company engages in more or less similar campaigns almost continu¬ 
ously. 

(6) Cash for the payment of the semiannual bond interest, due October 15, 
1953, was deposited in advance with the trustee in September. The 
transfer of cash was treated as a charge against income. 

(7) Notes payable are all due prior to September 30, 1954. 

Itii^truclionic (1) Prepare a columnar work sheet setting forth the nec¬ 
essary adjustments to the company’s accounts. 

(2) Prepare a corrected balance sheet as of September 30, 1953. 

(A.I.A. adapted) 
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( Capital Stock 

Capital Upon Corporate Formation 

FORMING THE The corporation is an artificial entity created 

CORPORATION existence separate from 

its owners and that may engage in business within prescribed limits 
just as a natural person. The modern corporation makes it possible 
for large amounts of property to be assembled under one management. 
This property is transferred to the corporation by the individual 
owners because they believe the corporation will make effective use of 
it. In exchange for this property, the corporation issues an ownership 
interest to each party making a contribution. Managements, elected 
by the contributors of the property, supervise the use, operation, and 
disposition of the property. 

Business corporations may be created under the corporation laws of 
any one of the forty-eight states or of the federal government. Since 
the states do not follow a uniform incorporating act, many variations 
are encountered in the conditions under which a corporation may be 
created and under which it may operate. 

In most states at least three individuals must join in applying for a 
corporate charter. Application is made by submitting to the secretary 
of state or other appropriate official articles of incorporation, which offer 
detailed information concerning the proposed organization. If such 
articles conform to the state’s laws governing corporate formation, the 
articles are accepted and a corporate charter is issued recognizing the 
existence of a new corporate entity. Subscriptions to capital stock 
now become effective. A stockholders’ meeting is called at which 
corporation by-laws are adopted and a hoard of directors is elected. 
Corporate officers are named. Corporate activities may now proceed 
in conformance with state corporation law and charter authorization. 
A complete record of the proceedings of both stockholders’ and direc¬ 
tors’ meetings must be maintained in a minute book. 

Corporations are classified as public when they represent govern¬ 
mental subdivisions or government-owned units and as private when 
they are privately owned. The private group includes nonstock com¬ 
panies where operations are of a nonprofit character and stock is not 
issued, as in the case of hospitals and schools, and stock companies where 
operations are for profit and stock is issued as evidence of an ownership 
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interest. Corporations are also classified as domestic and foreign; a 
corporation is termed domestic in the state of its incorporation and 
foreign in all other states. A corporation whose stock is widely held 
and is available for purchase is known as an open corporation; a cor¬ 
poration whose stock is held by a few and is not available for purchase 
is called a close corporation. 


NATURE OF 
CAPITAL STOCK 


An ownership interest in corporate assets is 
evidenced by shares of stock in the form of 
certificates. When a value is stated for each share of stock, the stock 
is said to have a par value; stock issued without such an assigned value 
is called no-par stock. 

When a single class of stock is issued, each stockholder has certain 
basic rights that are exercised pro rata according to the number of 
shares represented by his holdings. These include: (1) the right to 
share in dividends declared by the board of directors out of corporate 
earnings; (2) the right to vote in the election of directors and in the 
determination of certain corporate policies; (3) the right to maintain 
one’s fractional interest in the corporation through purchase of addi¬ 
tional capital stock issued by the corporation, known as the pre¬ 
emptive right; and (4) the right to participate in cash or other property 
distributions resulting from liquidation. 

In assembling property for a corporation, it is frequently found 
advantageous to make use of more than one kind of stock with varying 
rights or priorities relating to the different classes. Stock that has 
certain preferences over the basic issue is known as preferred stock; 
the basic or underlying issue is known as common stock. When more 
than one class of stock is issued, the special rights and limitations relat¬ 
ing to each class of stock are stated in the articles of incorporation or 
in the corporation by-laws and become a part of the stock contract 
between corporation and stockholder. One must be familiar with the 
over-all capital structure to obtain a full understanding of any single 
class of stock, including the special rights granted to it as well as any 
restrictions imposed upon it. Frequently the stock certificate defines 
the rights and the restrictions relative to the interest it represents, 
together with those pertaining to other capital interests outstanding. 


LEGAL OR 
STATED CAPITAL 


The owner of stock in a corporation cannot be 
held personally liable by creditors of the cor¬ 
poration for any claims against the company. Protection is afforded 
to the creditors, however, through the designation of a portion or all 
of the stockholders’ investment as legal or stated capital. State incor¬ 
poration laws provide that such capital cannot be returned to owners 
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in the form of dividends. Modem corporate legislation normally goes 
beyond such limitations and adds that such capital cannot be impaired 
by the reacquisition of capital stock; reductions in legal or stated 
capital are possible only as a result of corporate losses or of special ac¬ 
tion as provided for by law. With a portion of the corporate capital 
restricted as to distribution or withdrawal, creditors can rely on the 
absorption by the ownership group of losses equal to such restricted 
capital before their own equity is subject to any shrinkage. 

When stock has a par value, the legal or stated capital is normally 
the total par value of all stock issued and subscribed. When stock is 
no-par, certain states require that the total consideration received on 
the sale of stock be regarded as legal capital. A number of states, 
however, permit the corporate directors to assign an arbitrary value 
to each share regardless of its issuing price, although in some instances 
the amount assigned to each share cannot be less than a certain mini¬ 
mum required by law. The minimum value ’’equired by law or the value 
fixed by the board of directors is known as the stock’s stated ualm.^ 
No-par stock whose full proceeds must be regarded as legal capital is 
frequently referred to as true no-par stock to distinguish such issues 
from no-par with an arbitrary stated value. I 

The portion of the stockholders’ investment representing legal or 
stated capital and thus the “margin of safety’’ to the creditor group is 
normally reported as capital stock; any amount contributed by the 
stockholder in excess of that portion designated as legal capital is 
reported as a part of the company’s paid-in surplus. The sale of stock 
gives rise to legal or stated capital; a stock dividend or other appro¬ 
priate action on the part of the board of directors providing for the 
conversion of corporate surplus to capital stock augments this capital. 

^Section 1900 of the California Corporation Code (1949) provides, for example, 
as follows: 

“Every stork corporation shall have a stated capital which shall be made up of 

the sum of the fofiowing amounts... 

(a) The aggregate par value of par value shares . . . except that if par value shares 
have been issued as fully paid up for a consideration of less than par pursuant 
to Section 1110, only the amount of the agreed consideration for such share^^ 
specified in dollars shall be credited to stated capital. 

(b) The aggregate amount specified in dollars of the agreed consideration received 
or to be received by the corporation for ail shares without par value . . . except 
any portion of the consideration for such shares without liquidation preference 
which has been expressly designated by the board of directors upon or prior 
to issue as paid-in surplus. In the absence of such designation by the board 
of directors, the entire amount of the consideration for shares without par 
value shall be credited to stated capital. 

(c) Such amounts as are transferred from surplus to stated capital upon declara¬ 
tion of a share dividend or by resolution of the board of directors.” 

Note in (a) that in certain instances a discount on stock with a par value is deduct¬ 
ible from par in arriving at stated capital under the California law. 
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PAR AND When a corporation is authorized to issue 

STOCK stock with a par value that is to form the 

corporate legal capital, state incorporation laws may permit the issue 
of such stock only for an amount equal to or in excess of its par. Sale 
of the stock for an amount in excess of the par then gives rise to a pre¬ 
mium that is considered paid-in surplus; the premium is added to 
capital stock shown at par value in reporting the invested capital. In 
certain states corporations may be permitted to issue stock at an 
amount less than par, that is, at a discount. Capital stock is still re¬ 
ported at par, but the discount is reported as a subti’action item in 
presenting the stockholders’ invested capital. Persons subscribing for 
stock at a discount fulfill their obligation to the corporation upon pay¬ 
ment of the agreed price; however, such subscribers may be held liable 
by creditors of the corporation for the amount of the discount in the 
event of inability of the corporation to meet its obligations. Creditors 
are thus protected by the full legal capital as reflected by the capital 
stock balance at par. 


Prior to 1912 corporations were permitted to issue only stock with 
a par value. In 1912, however. New York state changed its corporation 
laws to permit the issuance of stock without a par value, and since that 
date all other states have followed with similar statutory provisions. 
Today many of the common stocks listed on the New York Stock Ex¬ 
change have no-par value. 


Use of no-pai' issues was originally encouraged on the gi’ounds that: 
(1) such stock could be sold as “fully paid’’ without making the sub¬ 
scriber contingently liable to creditors as in the case of par stock issued 
at a discount; (2) investors would not be misled by a less-than-par 
“bai'gain” price, but would investigate the value of a stock in the 
absence of a value appearing on stock cei'tificates; and (:l) assets would 
be recorded at their actual value rather than at amounts set by the 
par of the stock as a means of enabling stockholders to avoid the con¬ 
tingent liability for the discount. 


It is questionable whether investors have subjected no-par stock 
to closer investigation upon its purchase and w’hether more satisfactory 
valuations have been applied to properties received in exchange for 
no-par stock as compared with stock having a par value. Along with 
these failures, certain undesirable practices have arisen in the treat¬ 
ment of surplus arising from the sale of no-par stock in excess of its 
stated value: (1) this excess has been reported simply as “surplus” 
on the balance sheet, suggesting to the reader of the statement accumu¬ 
lated earnings rather than paid-in capital; (2) the surplus has been 
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used to absorb operating losses, the balance sheet thus failing to dis¬ 
close a deficit from operations; and (3) the surplus has been used as a 
basis for dividends without disclosure to stockholders that such divi¬ 
dends are no more than a return of the original investment. A dis¬ 
advantage in the issue of no-par stock has been the taxes that are 
normally imposed on stock of this class; transfer fees, stock taxes, and 
other taxes and fees on no-par stock ai’e frequently based on arbitrary 
values assigned to the shares that may be grossly in excess of the sales 
price per share. 

PREFERRED STOCK When a corporation issues both preferred and 

common stock, the preference attaching to 
preferred over the basic or common issue normally consists of a prior 
claim on earnings distributed as dividends. A dividend preference 
does not assure the payment of dividends on the preferred issue; it 
simply means that dividend requirements must be met on preferred 
stock before anything can be paid on common stock. Dividends do 
not accrue; payment of a dividend on preferred stock, as on common 
stock, requires the legal ability on the part of the company to make 
such a distribution, as well as appropriate action by the board of 
directors. 

While a company can make no guarantee for dividends on its 
own stock, it can undertake to guarantee dividend payments on stock 
of another company; hence, one may find a company guaranteeing 
payment of dividends of another company in consideration for services 
or properties made available by the latter party to the guarantor. 

Preferred stock is ordinarily issued vith a par value. When pre¬ 
ferred stock has a par value, the dividend prefei’ence is stated in terms 
of a percentage of par value. When preferred stock is no-par, the divi¬ 
dend is stated in terms of dollars and cents. Thus holders of 5%, $50 
par, preferred stock are entitled to an annual dividend of $2.50 per 
share before any distribution is made to common stockholders; holders 
of $5 no-par preferred stock receive $5 per share annually before com¬ 
mon distributions. 

A corporation may issue more than one kind of preferred stock. 
Sometimes preferred issues are designated first preferred, second pre- 
feiTed, etc., with the first preferred issue having a first claim on earn¬ 
ings, the second preferred having a second claim, and so on. The 
common stock would rank after the satisfaction of all prior preferred 
claims. In other instances the claim to earnings on the part of several 
preferred issues may have equal priority, but the dividend or asset 
preferences may vary. 
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Other characteristics and conditions are frequently added to pre¬ 
ferred stock in the extension of certain advantages or in the limitation 
of certain rights. Such factors may be expressed in adjectives modify¬ 
ing preferred stock, as cumulative preferred stock, participating pre¬ 
ferred stock, convertible preferred stock, and redeemable preferred 
stock. More than one of these characteristics may be applicable to a 
specific issue of preferred stock. For example, a preferred issue may be 
described as “$4.50 First Convertible, Cumulative and Participating 
Preferred.” 

Cumulative and Noncumulative Preferred Stock. Cumulative pre¬ 
ferred stock provides that, whenever the corporation fails to declare 
{passes) a dividend on this class, such dividends accumulate and require 
payment in the future before any dividend distributions can be made to 
common stockholders. For example, assume that a corporation has 
outstanding 10,000 shares of 4% cumulative preferi’ed stock, par $25, 
on which the company has passed dividends for the two preceding 
years. It will be necessary to declare dividends on preferred stock of 
$20,000 for the two preceding years, together with $10,000 for the 
current year, or a total of $30,000, before any dividends can be de¬ 
clared on common stock. 

If the preferred stock is noncumulative, it is not necessary to provide 
for back dividends. Failure to declare a dividend on preferred stock 
in any one year means that it is irretrievably lost; a dividend may be 
declared on common stock as long as the preferred stock receives the 
preferred rate for the current period. Preferred stock contracts nor¬ 
mally provide for cumulative dividends. Courts have generally held 
that dividend rights on preferred stock are cumulative in the absence 
of specific conditions in the contract to the contrary. 

Participating and Nonparticipating Preferred Stock. Preferred stock 
may be participating, which means that it shares in dividend declara¬ 
tions with common stock in accordance with certain participation 
features. If preferred stock is fully participating, it receives as high a 
dividend rate as common stock. If preferred stock is participating up 
to a certain maximum rate, it shares with common stock only up to 
this maximum. Since it is preferred stock, it still receives its regular 
dividend before amounts are available for common stock or for distribu¬ 
tion on a participating basis. To illustrate, assume that a corporation 
has outstanding 5% fully participating preferred stock, par $100,000, 
and common stock, par $200,000. If earnings warrant the payment of 
$36,000 in dividends, both preferred stock and common stock receive 
12%. The amount to be paid as dividends is apportioned as follows: 
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Preferred Common 


(1) To preferred, 5%. $ 5,000 

(2) To common, up to preferred rate, 

5%. $10,000 

(8) To all shares ratably, 7% ($21,000 

on stock outstanding of $300,000) 7,000 14,000 


$12,000 (12%) $24,000 (12%) 

If the preferred stock were limited in participation to a maximum 
of 8%, it would then receive $8,000, and common stock would re¬ 
ceive the balance of $28,000, or 14%. Participation features of pre¬ 
ferred stock may be stated in terms of dollar amounts instead of in 
terms of percentage rates as above. When preferred stock is no-par, 
participation would have to be provided in terms of dollar amounts. 
A variety of methods for participation are found on preferred issues. 

When preferred stock is nonparticipating, dividends are limited to 
the preferred rate or amount. Common stockholders may be paid 
any amount after payment of the preferred dividend for the current 
year. Preferred issues normally do not include participating features. 
Courts have generally held that preferred stock is nonparticipating 
when the stock contract does not specifically provide for participation. 

Convertible Preferred Stock. Preferred stock is convertible when it 
offers the stockholder the right to exchange such holdings for some 
other security of the corporation. Conversion rights generally provide 
for the exchange of preferred stock into common stock. Since pre¬ 
ferred stock normally has a prior but limited claim on earnings, large 
earnings resulting from successful operations accrue to the common 
stockholders. The privilege of conversion gives the preferred stock¬ 
holder the opportunity to share with the common stockholders in the 
successful operations of the corporation. Preferred stock may be 
convertible into bonds. Under such conditions, the investor has the 
option of changing his position as an owner to that of a creditor if 
such a change should appear advantageous. 

Redeemable Preferred Stock. Preferred stock is redeemable when 
the corporation retains the option of redeeming it. Ordinarily such a 
redemption requires payment by the corporation of an amount in 
excess of the par value or original issuance price. Payment of any 
dividends in arrears is also required when stock is called in for redemp¬ 
tion. 

Asset and Dividend Preferences upon Liquidation. Stock that is 
preferred as to dividends is generally preferred as to assets; however, 
such a preference cannot be assumed but must be specifically stated in 
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the preferred stock contract. The preference as to assets may consist 
of an amount equal to par, to par plus a premium, or to a stated amount 
in the absence of a par value. Terms of the preferred contract may also 
provide for the full payment of any dividends in arrears upon liquida¬ 
tion, regardless of the earned surplus balance reported by the company. 
When this is the case and there is a deficit or insufficient accumulated 
earnings, such dividend priorities must be met from the invested capital 
of common stockholders; common stockholders receive whatever assets 
remain after settlement with the preferred group. 

COMMON STOCK Strictly speaking, there should be but one 

kind of common stock. Common stock is 
the last-claim stock and it carries the greatest risk. In return for the 
risk that it carries, it ordinarily shares in profits to the greatest extent 
if the corporation is successful. Legally there is no distinction in 
management rights between preferred and common stocks. Actually, 
however, the conditions of issue ordinarily give management rights 
exclusively to common stockholders as long as dividends are paid 
regularly on preferred stock; upon failure to meet preferred dividend 
requirements, the preferred contract may provide that special voting 
rights shall be granted to preferred stockholders to afford this group 
a more prominent role in the management of the company. 

Because of certain legal restrictions on preferred stock, a few cor¬ 
porations have issued two types of common stock, known as Class A 
stock and (’lass R stock. One of the two types will have special pref¬ 
erences or rights that the other t>pe does not have, such as dividend 
preferences or voting rights. The distinction between Class A and 
Class B stock, then, is similar to that normally found between a com¬ 
pany’s preferred and common issues. The use of such classified common 
stocks has been so greatly abused that stock exchanges have refused 
to list such new issues, and this form of corporate financing has been 
largely discontinued. 


RECORDING ISSUANCE The capital stock of a corporation may bo 
OF CAPITAL STOCK authorized but unissued; it may be sub¬ 
scribed foi’ and held for issuance pending receipt of cash for subscrip¬ 
tions; it may be outstanding in the hands of stockholders; it may be 
reacquired and held by the corporation for subsequent sale or use; 
and it may be canceled with the permission of the proper state au¬ 
thority. An accurate record of the position of the corporation as a 
result of the exchanges of property between stockholders and the cor¬ 
poration must be maintained in the accounts. Each class of stock 
requires separate accounting. 
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Recording the Stock Authorization. The authorized capital stock of 
a corporation is the maximum number of shares that can be issued 
under the conditions set by the charter. Application to the appropriate 
state authority is required in obtaining any change in the original 
authorization. The amount of stock authorized may be recorded by a 
memorandum entry in the journal and then reported in memorandum 
form in the capital stock account. 

Recording the Stock Subscription. The agreement to purchase stock 
is known as a subscription. This is a legally binding contract on the 
subscriber and the corporation. By express provisions, however, the 
contract may be binding only if subscriptions for a stated amount 
are received. A subscription, while giving the corporation a legal 
claim for the contract price, also gives the subscriber the status of a 
stockholder unless certain rights as a stockholder are specifically with¬ 
held by law or by terms of the contract. Ordinarily stock certificates 
are not delivered until the full subscription price has been received. 

Upon receiving subscriptions to stock. Capital Stock Subscriptions 
Receivable is debited for the subscription price, Capital Stock Sub¬ 
scribed is credited for the value to be assigned to the stock, and a 
paid-in surplus account is credited for the amount of the subscription 
price in excess of the stock par or stated value.’ Subscriptions for 
par-value stock and for no-par stock with a stated value are recorded in 
a similar manner. When no-par stock is without a stated value. Capital 
Stock Subscribed is credited for the full amount of the subscription. 
If the laws of the state of incorporation permit stock with a par value 
to be sold at a discount and subscriptions are received on such a basis. 
Capital Stock Subscriptions Receivable is debited for the subscription 
price. Discount on Capital Stock is debited for the discount, and 
Capital Stock Subscribed is credited for the stock par value. 

Capital Stock Subscriptions Receivable is a controlling account, 
individual subscriptions being reported in the subsidiary subscribers 
ledger. It is regarded as a current asset only when it is the intent 
of the corporation to make collections on this balance currently. This 
is normally the case. When subscription amounts are due or are called 
for at different intervals, separate receivable or “call” balances may be 
established for amounts due on each collection date. Balances cur¬ 
rently receivable would be recognized as current assets; remaining 
balances would be regarded as noncurrent. When subscription account 
balances are to be paid only at some indeterminate future date when 

'The term “Capital Stock” is used in account titles whey there is a single class of 
stock. When there is more than one class of stock, appropriate class designations are 
used in the account titles. 
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cash is required and is called for by the company, the total of these 
balances may appropriately be considered a subtraction from capital 
stock in the presentation of paid-in capital. 

Recording Payment for Subscriptions. Payment for subscriptions 
may be made in cash or in other properties accepted by the corpora¬ 
tion. When payment is received on subscriptions, the appropriate 
asset account is debited and the receivable account is credited. Credits 
are also made to subscribers’ accounts in the subsidiary ledger for 
individual payments. 


Transaction 

Assuming stock is $10 par value 

November 1 

Received cash of $10,000 and equipment 
valued at $20,000 in exchange for 3,000 
shares. 

Cash. 10,000 

Equipment. 20,000 

Capital Stock. 30,000 

November 1-30 

Received subscriptions for 5,000 shares 
at 12^ with 50% down payment, balance 
payable in 60 days. 

Capital Stock Subscrip¬ 
tions Receivable. 62,500 

Capital Stock Sub¬ 
scribed. 50,000 

Premium on Capital 

Stock. 12,500 

Cash.31,250 

Capital Stock Subscrip¬ 
tions Receivable. 31,250 

December 1-31 

Received balance due from half of sub¬ 
scribers and issued stock to the fully 
paid subscribers, 2,500 shares. 

Cash. 15,625 

Capital Stock Subscrip¬ 
tions Receivable. 15,625 

Capital Stock Subscribed . 25,000 

Capital Stock. 25,000 

Balance sheet data resulting from above 
transactions: 

Assets 

Cash. $56,875 

Equipment. 20,000 

Capital stock subscriptions re¬ 
ceivable. 15,625 

$92,.500 

Capital 

Capital stock (par $10), issued 

and outstanding, 5,500 shares. $55,000 
Capital stock subscribed (2,500 

shares). 25,000 

Premium on capital stock. 12,500 

$92,500 
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Recording the Issve of Stock. Stock is normally issued upon the re¬ 
ceipt of full pajnnent on subscriptions. The issuance of stock is recorded 
by a debit to Capital Stock Subscribed and a credit to Capital Stock. 

The credit to Capital Stock is accompanied by an entry for the 
issue of stock in the stockholders ledger. This ledger is controlled by 
the capital stock account; here separate accounts are maintained with 
each stockholder showing the number of shares issued to such indi¬ 
vidual. The issue of stock by the corporation calls for a credit to a 
stockholder’s account for the shares issued. A transfer of stock owner- 


Assuming stock is no-par but has a 
stated value of $10 

Assuming stock is no-par and 
without a stated value 

Cash 10,000 

Equipment 20,000 

Capital Stock 30,000 

Cash 10,000 

Equipment 20,000 

Capital Stock 30,000 

Capital Stock Subscrip¬ 
tions Receivable 62,500 

Capital Stock Sub¬ 
scribed 50,000 

Paid-in Surplus — 

From Sale of Stock in 

Excess of Stated Value 12,500 

Cash 31,250 

Capital Stock Sub¬ 
scriptions Receivable 31,250 

Capital Stock Subscrip¬ 
tions Receivable 62,500 

Capital Stock Sub¬ 
scribed . . 62,500 

Cash .... 31,250 

Capital Stock Sub¬ 
scriptions Receivable 31,250 

Cash 15,625 

Capital Stock Sub¬ 
scriptions Receivable 15,625 

Capital Stock Sub¬ 
scribed 25,000 

Capital Stock 25,000 

Cash 15,625 

Capital Stock Sub¬ 
scriptions Receivable 15,625 

Capital Stock Sub¬ 
scribed 31,250 

Capital Stock 31,250 

Assets 

Cash $56,875 

Equipment 20,000 

Capital stock subscriptions re¬ 
ceivable 15,625 

$92,500 

Capital 

Capital stock (no-par, stated 
value $10), issued and out¬ 
standing, 5,500 shares $55,000 

Capital stock subscribed (2,500 
shares) 25,000 

Paid-in surplus — from sale of 
stock in excess of stated value 12,500 

Assets 

Cash $56,875 

Equipment 20,000 

Capital stock subscriptions re¬ 
ceivable 15,625 

$92,500 

Capital 

Capital stock (no-par), issued and 
outstanding, 5,500 snares $61,250 

Capital stock subscribed (2,500 
shares) .. 31,250 

$92,500 

$92,500 
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ship is recorded by a charge to the account of the person making the 
transfer and an addition to the account of the person acquiring the 
stock; since capital stock outstanding remains the same after transfer 
of individual holdings, general ledger accounts are not affected. 

A stock certificate book also reports stock outstanding. As cer¬ 
tificates are issued, information with respect to the number of shares 
issued is reported on the certificate stubs; with ownership transfers, 
the original certificate submitted by the seller is canceled and attached 
to the original stub and a new certificate is issued to the buyer. Fre¬ 
quently both stockholder and transfer records are maintained by a 
transfer agent appointed by the corporation. 

ISSUE OF CAPITAL The examples presented on pages 592 and 
STOCK ILLUSTRATED ggg entries that are made to record 

the sale of stock when: (1) stock has a par value, (2) stock is no-par 
but has a stated value, and (3) stock is no-par and without a stated 
value. It is assumed that the Globe Corporation is granted permission 
to issue 10,000 shares of capital stock. Entries, together with the 
resulting capital accounts after transactions have been recorded, are 
listed. 

SUBSCRIPTION If a subscriber defaults on his subscription by 

DEFAULTS failing to make a payment when it is due, the 

corporation may (1) return to the subscriber the amount paid. (2) 
return to the subscriber the amount paid less any loss or expense 
incurred upon the resale of the stock, (3) declare the full amount that 
the subscriber has paid as forfeited, or (4) issue to the subscriber shares 
equal to the number paid for in full. The practice that the company 
follows will depend upon the policy adopted by the corporation within 
such legal limitations as are set by the state of incorporation. To 
illustrate the entries under the different circumstances mentioned, 
assume the subscription of $10 par capital stock at 123 i in the example 
on page 592. One subscriber for 100 shares defaults after making his 
50*30 down payment. The defaulted shares are subsequently sold at 11. 

(7) Assuming that the corporation return'^ to the suhiicriber the amount paid in: 


Capital Stock Subscribed 1,000 

Premium on Capital Stock 250 

Capital Stock Subscriptions Receivable 625 

Cash 625 

Cash 1,100 

Capital Stock 1,000 

Premium on Capital Stock . 100 
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(2) Assuming that the corporation returns to the subscriber the amount paid less 
the loss on the resale: 

Capital Stock Subscribed 1,000 

Premium on Capital Stock 250 

Capital Stock Subscriptions Receivable 625 

Payable to Subscriber (payment withheld pending 
stock resale) 625 

Cash 1,100 

Payable to Subscriber 150 

Capital Stock 1,000 

Premium on Capital Stock 250 

Payable to Subscriber 475 

Cash 475 

{d) Assuming that the corporation declares the full amount paid in to be forfeittd: 

Capital Stock Subscribed 1,000 

Premium on Capital Stock 250 

Capital Stock Subscriptions Receivable 625 

Paid-In Surplus - From P^'orfeited Subscriptions 625 

Cash 1,100 

Capital Stock 1,000 

Premium on Capital Stock 100 

(4) Assuming that the corporation issues shares It the subscribci equal to the 
number paid for in full: 

Capital Stock Subscribed 1,000 

Premium on Capital Stock 125 

Capital Stock 500 

Capital Stock Subscriptions Receivable 625 

Cash 550 

Capital Stock 500 

Premium on Capital Stock 50 

Similar procedures are employed in accounting for defaults on no- 
par stock. 


RECORDING If it is desired to maintain in the accounts a 

IN^TH^A?OOlwrs^*^ record of the stock authorized as well as un¬ 
issued, an alternate method may be employed 
in recording stock transactions. Instead of recording stock authorized 
by a memorandum entry, a formal entry is made debiting Unissued 
Capital Stock and crediting Authorized Capital Stock for the amount 
of the stock authorized. Subscriptions and payments are recorded as 
in the previous examples. The issue of stock, however, calls for a debit 
to Capital Stock Subscribed and a credit to Unissued Capital Stock. 
The amount reported by the account Authorized Capital Stock less 
the amount of stock unissued as reported by the account Unissued 
Capital Stock gives the amount of stock issued at any time. The 
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alternate procedure as applied to the sale of $10 par capital stock in 
the example on page 592 is illustrated below: 


Transaction 

Entry 



November 1 

Received authorization to issue 10,000 
shares of capital stock, par $10. 

Unissued Capital Stock 
Authorized Capital 
Stock 

100,000 

100,000 

November 1 

Received cash of $10,000 and equipment 
valued at $20,000 in exchange for 3,000 
shares. 

Cash 

Equipment 

Unissued Capital 
Stock 

10,000 

20,000 

30,000 

November 1-30 

Received subscriptions for 5,000 shares 
at 12i with 50% down payment, balance 
payable in 60 days. 

Capital Stock Sub¬ 
scriptions Receivable 
Capital Stock Sub¬ 
scribed 

Premium on Capital 
Stock 

62,500 

50,000 

12,500 


Cash 

Capital Stock Sub¬ 
scriptions Receivable 

31,250 

31,250 

December 1-31 

Received balance due from half of sub¬ 
scribers and issued stock to the fully 
paid subscribers, 2,500 shares. 

Cash 

Capital Stock Sub¬ 
scriptions Receivable 

15,625 

15,625 


Capital Stock Sub¬ 
scribed 

Unissued Capital 
Stock 

25,000 

25,000 

The capital data are the same 

as those developed when the first 

method was used: 




Capital stock issued: 

Authorized capital stock, $10 par value 
Less unissued capital stock 

10,000 shares $100,000 
4,500 shares 45,000 


Issued 

Capital stock subsciibed 

5,f)00 shares 
2,500 shares 


$55,000 

25,000 


Premium on capital stock 12,500 

$92,500 

The foregoing method can be used only in the cases of par value 
stock and no-par value stock with a fixed stated value; in these in¬ 
stances the valuation to be applied to the entire issue is known at the 
time of stock authorization. Since the first method illustrated on pages 
592 and 593 is the simpler one and may be used for all par and no-par 
issues, its use is assumed in the remaining examples in this chapter. 

SALE OF SECURITY Corporations sometimes offer for sale for one 

lump sum security units consisting of several 
classes of securities. In recording sales of this kind, the sales proceeds 
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must be allocated among the different issues. When a sale consists of 
two different securities and there is a known market value for one of 
the securities, the sales value of the other may be determined by sub¬ 
tracting the know'n value from the sales price of the unit. To illustrate, 
assume that 1 share of common stock, par $100, is offered with each 
$1,000 bond at $1,050. If the common stock is selling for $80 per share, 
the issuance of common stock is recorded at this figure and the amount 
of the sales price applicable to the bonds is calculated as follows; 


Unit price of $1,000 bond together with 1 share of common . . . $1,050 
Proceeds identified with common share (market value of com¬ 
mon share) . 80 

Proceeds identified with bond . $ 970 


In recording the sale of a unit, discounts are recorded for the com¬ 
mon stock and for the bond as deteiTnined by the computation above. 
The entry to record the sale of 100 units would be: 


Cash. 105.000 

Discount on Common Stock. 2,000 

Discount on Bonds Payable. 3,000 

Common Stock. ... 10,000 

Bonds Payable. . 100,000 


If two kinds of stock are offered as a unit, the procedure is similar. 
For example, assume that 2 shares of common, par $50, are offered with 
5 shares of preferred, par $100, at $550 per unit. If the preferred stock 
has a market value of $98 per share, the sales price applicable to com¬ 
mon stock is calculated as follows: 

Unit price of 5 shares of preferred and 2 shares of common. $550 

Proceeds identified with 5 shares of preferred (5 shares at 98).... 490 

Proceeds identified with 2 shares of common . $ 60 

The entry to record the sale of 100 units, consisting of 500 shares of 
preferred and 200 shares of common, at $550 per unit would be: 

Cash. 55,000 

Discount on Preferred Stock . 1,000 

Discount on Common Stock ... . 4,000 

Preferred Stock. 50,000 

Common Stock. . 10,000 

If, in the previous case, the price charged for each unit had been 
$500, the common stock might have been designated a “bonus” and 
offered as an inducement on each purchase of preferred. The entry, 
however, should still reflect the market price of the several issues if 
determinable. Here the apportionment of proceeds to common and 
preferred stock would be made as follows: 
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Unit price of 5 shares of preferred and 2 shares of common $500 
Proceeds identified with 5 shares of preferred (5 shares at 98) 490 


Proceeds identified with 2 shares of common $ 10 

The entry to record the sale follows: 

Cash 50,000 

Discount on Preferred Stock 1,000 

Discount on Common Stock 9,000 

Preferred Stock 50,000 

Common Stock 10,000 


The use of treasury stock for purposes of a bonus may be favored 
if the contingent liability for a discount is to be avoided by stock¬ 
holders. 

If neither preferred nor common stock has a market value that can 
be applied in the apportioning of the proceeds, it may be necessary to 
charge the difference between the combined par values and the pro¬ 
ceeds from the sale to the account Bonus to Stockholders. This balance 
would be a subtraction element in presenting corporate invested capital. 
The bonus account should be closed when an apportionment of sales 
proceeds to individual issues can be made. If the unit consists of bonds 
and shares of stock, however, neither of which have a market value, 
it will be necessary to estimate the amount at which the bonds could 
be sold, since the sale of bonds at a figure other than face value requires 
discount or premium amortization affecting the measurement of in¬ 
come of current and subsequent periods. 

STOCK ISSUED Previous examples have dealt primarily with 

FOB PROPERTY issue of stock for cash. When assets other 

than cash are received in exchange for stock, the fair market value of 
the stock or the fair market value of the property acquired, whichever 
is more clearly determinable, should be used as a basis for recording 
the property items and the related increase in invested capital. An 
established market value for the stock may be used in setting a value 
relating to the exchange. In the absence of such a value, appraisal of 
the assets would be appropriate in establishing a basis for recording the 
investment. 

When assets other than cash are contributed for capital stock, the 
board of directors ordinarily has the right to establish valuations, which 
will stand for all legal purposes in the absence of proof that fraud was 
involved in the action. There have been instances where directors, in 
the exercise of their power to establish values, have assigned excessive 
values to assets in the attempt to avoid reporting the issue of stock at a 
discount. When the value of properties received in exchange for stock 
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cannot be clearly established and directors’ valuations are used as a 
basis for reporting assets and invested capital, disclosure should be 
made on the statements of the basis for assigned valuations. 

Stock is said to be watered when assets are overvalued and capital 
items are correspondingly overstated. On the other hand, the balance 
sheet is said to contain secret reserves when there has been a material 
undervaluation of assets or overstatement of liabilities with a corre¬ 
sponding understatement of capital. 


TREATMENT OF PRE- Amounts received on the sale of stock give 

invested or paid-in capital. When 
amounts received on the sale of stock are 
greater than the value assigned to such stock, the excess is recorded as 
a part of paid-in surplus. Such paid-in surplus is added to the capital 
stock balance in arriving at the total invested capital and is properly 
carried on the books as long as the stock to which it relates is out¬ 
standing. Upon stock retirement and cancellation of a capital stock 
balance, cancellation of the related paid-in surplus element is called 
for. The cancellation of a preferred stock balance, for example, as a 
result of preferred stock redemption, should be accompanied by 
cancellation of a premium balance relating to that issue. While capital 
stock balances may not be used as a basis for dividends, laws of the 
state of incorporation may not place such limitations upon the use of 
paid-in surplus arising from stock sale. When paid-in surplus is used 
as a basis for dividends, stockholders should be informed that dividends 
represent a return of invested capital rather than a distribution of 
accumulated earnings. ‘ 

When stock is sold at less than par, a discount balance is recorded 
that should be related to the capital stock balance in presenting total 
invested capital. As previously indicated, such a discount balance 
indicates a claim that may be made by creditors upon stockholders 
acquiring stock at a discount in the event the company becomes in¬ 
solvent; however, from a going-concern point of view, the discount may 
be regarded as a valuation or offset balance attached to capital stock. 

There have been instances in the past when discounts on stock have 
been likened to discounts on bonds and have been reported as deferred 
charges, the discount balances then being written off against surplus 
balances or periodic revenue. Such practices are definitely objec- 


*Laws of the state of incorporation may provide that paid-in surplus can be used 
for dividend purposes only under certain conditions. The California Corporations 
Code (1949), for example, permits the declaration of dividends .. out of paid-in 
surplus only upon shares entitled to preferential dividends.’' The law further states, 
“The corporation shall give notice to the shareholders receiving such dividends of the 
source thereof prior to or currently with the payment thereof.” (Sec. 1500 [c].) 
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tionable. A discount on stock involves no asset element but is offset 
to capital stock in the measurement of the owners' investment in the 
enterprise. The absorption of a capital stock discount by either a 
paid-in surplus balance or earned surplus serves only to obscure the 
original stockholders' investment as well as the continuing contingent 
liability to creditors. A write-off of the discount on stock to current 
operations is even more objectionable, as such a practice obscures 
significant capital information and also distorts periodic revenue. The 
discount is properly carried on the books as long as the stock to which 
it relates is outstanding; upon stock retirement and cancellation of a 
capital stock balance, similar cancellation of a related discount balance 
would be required. 

CAPITAL STOCK Some state laws of incorporation provide that 

ASSESSMENTS corpoi’ation by appropriate action may levy 

assessments upon stockholders when additional invested capital is 
required. Failure of a stockholder to comply with such special levies 
by the corporation may result in stock forfeiture. If stock was originally 
issued at a discount, an additional capital contribution will serve to 
reduce this discount; if legal capital requirements were fully met by 
original investments, assessments increase corporate paid-in surplus. 
A capital stock assessment and its subsequent collection would be 
recorded as follows: 

Stock Assessments Receivable. 50,000 

Discount on Capital Stock (or Paidrin Surplus- 
From Stock Assessments). 50,000 

Cash. 50,000 

Stock Assessments Receivable. 50,000 

Most states require that stock be issued as nonassessable. 


ORGANIZATION The account Organization Costs should be 

COSTS charged for expenditures connected with the 

organization of the corporation. Costs include such items as legal 
fees, accounting fees, other fees relating to incorporation, promotional 
costs, stock certificate printing costs, and commission and expense for 
the sale or the underwriting of shares. As explained in Chapter 18, 
organization costs may be considered to benefit the corporation for 
its entire lifetime and hence may be carried indefinitely as an intangible 
asset. In practice, however, costs of organization are charged off to 
revenue over a relatively short period. 

Under no circumstances should losses of early years be capitalized 
as organization costs. Such losses are impairments in the capital of the 
corporation and must be recognized as such. It is also wrong to include 







Ch. 20] 


CAPITAL UPON CORPORATE FORMATION 


601 


a discount on the sale of stock as part of organization costs; as pre¬ 
viously indicated, recognition of this item as an asset produces an 
overstatement of assets as well as of coiporate invested capital. 


ISSUANCE OF STOCK The preceding pages have dealt largely with 

the sale of corporate stock for cash. Often a 
corporation, upon its formation or at some 
subsequent date, takes over a going business and issues stock to the 
proprietors in exchange for their equities. In determining the amount 
of the stock to be issued for business assets, the market value of the 
stock as well as the values of the properties acquired must be con¬ 
sidered. Frequently the value of the stock transferred by the corpora¬ 
tion will exceed the value of the tangible assets acquired because of 
the favorable earnings recoi-d of the business acquired This excess 
may be considered as the amount paid for goodwill. 

Where a sole proprietorship or pai tnership is incorporated to secure 
the advantages of the corporate form of oi'ganization, the books of the 
old organization may be used after the changes that have taken place 
as a result of the incorjjoi-ation are recorded, or a new set of records 
may be opened. The accounting procedure to be followed in each 
instance will be illustrated. Assume that Martin and Moore, partners 
who share ijrofits .‘T.2 re.spectively, desire to retire from active par¬ 
ticipation in their- business, and they form a coi-poi-ation to take over 
firm assets. The pai-tnenship balance sheet just befoi’e incorporation 
on Mai’ch 15, 1951, follows: 


MARTIN AND MOORE 

Halan( e Sheet 

M\R(’n F), 19')4 

Assets 



Liabilities and 

Capital 

(\ish 


^ h,()00 

Accounts payable 

$12,000 

Accounts r(‘COivd])lo 

$l'i,()00 


Martin, cdjntal 

50,000 

Less Allowance for 



Moore, capital . 

16,200 

bad debts 

400 

14,000 



Inventories 


20,000 



Efiuipment 

$50,000 




Les^. Allowance for 





depreciation 

15,000 

13’'>,000 



Total a-isets 


$78,200 

Total liab. and (*apital . 

$78,200 



- 


-— —— 


The corporation is organized as the United Corporation and is 
authorized to issue 25,000 shares of no-par stock. Fifteen thousand 
shares are sold at $10. The corporation takes over firm assets other 
than cash and assumes firm liabilities in exchange for the remaining 
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10,000 shares. In taking over net assets, the corporation makes the 
following adjustments: 

(1) The allowance for bad debts is increased to $1,000. 

(2) Inventories are recorded at their present market value of $23,500. 

(3) Equipment is recorded at its appraised reproduction cost of $75,000 
less an allowance on this basis of $22,500. 

(4) Accrued expenses of $400 are recorded. 

The 10,000 shares received by the partners are divided as follows: 
Martin, 7,500 shares; Moore, 2,500 shares. The firm cash is then with¬ 
drawn by partners according to the balances remaining in their respec¬ 
tive capital accounts. 

If Original Books Are Retained. If the firm books are retained, 
entries are first made to indicate the changes in assets, liabilities, and 
the partners’ interests prior to incorporation. A revaluation account 
may be charged with losses and credited with gains resulting from 
revaluation entries, and the balance in this account may subsequently 
be closed into the capital accounts in the profit and loss ratio. How¬ 
ever, when there are relatively few asset changes, it is possible to debit 
or credit the partners’ capital accounts directly in the profit and loss 
ratio for the net gain or loss resulting from the adjustments. The 
partners’ capital accounts are then charged and Capital Stock is 
credited to record the issuance of stock in exchange for the partners’ 
equities. Subsequent corporate transactions are now recorded in 
the old books that have become the records for the newly formed 
corporation. The entries to record the incorporation follow: 

Transaction Entry 


(a) To record revaluation of assets upon Inventories. 3,500 

transfer to United Corp., the net Equipment. 25,000 

gain from revaluation and adjust- Allow, for Bad Debts. 600 

ments of $20,000 being credited to Allow, for Deprecia- 

Martin and Moore in the profit and tion . 7,500 

loss ratio of 3:2 respectively. Accrued Expenses. .. 400 

Martin, Capital. 12,000 

Moore, Capital. 8,000 


(b) To record goodwill as indicated by Goodwill.. . ... 22,400 

excess of value of stock issued to Martin, Capital. . . 13,440 

partners over the appraised value of Moore, Capital.... 8,960 


net assets transferred: 

Value of stock issued 
(10,000 shares at $10, 
amount at which stock is 

currently being sold). $100,000 

Value of net assets 
transferred: 

Assets . $90,000 

Less liabilities. . 12,400 77,600 


Goodwill credited to part¬ 
ners in profit and loss ratio . $ 22,400 
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_ Transaction _ 

(c) To record distribution of capital 
stock according to agreement: 

Martin—7,500 shares 

valued at $10. $ 75,000 

Moore—2,500 shares 
valued at $10.$ 25,000 

(d) To record distribution of cash in 
final settlement of partners' claims 
according to balances in capital ac- 
acounts: 

Martin, capital after ad¬ 


justment . $ 75,440 

Less payment in stock. . . 75,000 

Remaining equity paid in 

cash. $ 440 

Moore, capital after adjust¬ 
ment . $ 3:1,160 

Less payment in stock. . . 25,000 

Remaining equity paid in 

cash. $ 8,160 


(e) To record sale of 15,000 shares at $10. 


_ Entry _ 

Martin, Capital. 75,000 

Moore, Capital. 25,000 

Capital Stock. 


Martin, Capital. 440 

Moore, Capital. 8,160 

Cash. 


Cash . 150,000 

Capital Stock. 150,000 


100,000 


8,600 


A balance sheet prepared for the corporation after the foregoing 
transactions is shown below: 

UNITED CORPORATION 
Balance Sheet 
March 15, 1954 


Assets 


Cash . 


$150,000 

Accounts receivable 

$15,000 


Less allowance for 

bad debts. 

1,000 

14,000 

Inventories. 


23,500 

Equipment. 

$75,000 


Less allowance for 

depreciation. 

22,500 

52,500 

Goodwill. 


22,400 

Total assets. 


$262,400 


Liabilities and Capital 
Liabilities 


Accounts payable. $12,000 

Accrued expenses. 400 


$12,400 

Capital 

Capital stock, no-par, 
authorized and issued. 


25,000 shares. 250,000 

Total liab. and capital $262,400 


If New Books Are Opened for the Corporation. If new books are 
opened for the corporation, all of the accounts on the partnership 
books are closed and partnership assets and liabilities are recorded on 
the new records. In closing the partnership books, entries are made 
to record the transfer of assets and liabilities to the corporation, the 
receipt of capital stock, and the distribution of stock and cash in pay- 
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ment of partners’ respective interests. If desired, it would be possible 
to record the revaluation of assets and the recognition of goodwill 
before recording the transfer of assets and liabilities. Entries to close 
the partnership books for Martin and Moore may be made as follows: 


Transaction Entry 

To record the transfer of assets and 
liabilities to United Corporation, the 
difference betw€»en claim against vendee 
$100,000 (10,000 shares of stock valued 
at $10) and book value of net assets 
transferred, $57,600, representing gain 
on sale of business of $42,400. This is 
distributed to partners in the ratio of 
3:2 as follows: 

To Martin: ^ of $42,400. . . . $25,440 

To Moore: of 42,400. 16,960 

$42,400 

Receivable from United 

Corporation, Vendee... 100,000 

Accounts Payable. 12,000 

Allow, for Bad D(*bts. . . 400 

Allow, for Depreciation. 15,000 

Accounts Receivable. 15,000 

Inventories. 20,000 

E(iuipment. 50,000 

Martin, Capital. 25,440 

Moore, Capital. 16,960 

To record the receipt of capital stock in 
payment of net assets transferred. 

Stock of United Cor¬ 
poration . 100,000 

Receivabk* from 

United Corporation,. 

Vendee .... 100,000 

To record distribution of capital stock 
according to agreement. 

Martin, Capital. 75,()()() 

Moore, Capital . 25,000 

Stock of United 

Corporation . 100,000 

To record distribution of cash in final 
settlement of partners’ claims according 
to balances in capital accounts. 

Martin, Capital . 440 

Moore, Capital . 8,160 

Cash. 8,600 


It would be possible to cancel the asset, liability, and capital ac¬ 
counts without recording the gain on the sale of the business and the 
settlement with the partners. The following entry closes the partner¬ 
ship books, although details of the partnership liquidation are not 
reflected in the accounts. 


Accounts Payable . . . . 12,000 

Allowance for Bad Debts. . 400 

Allowance for Depreciation . 1 o,000 

Martin, Capital. 50,000 

Moore, Capital . 16,200 

Cash. 8,600 

Accounts Receivable. . . . 15,000 

Inventories. 20,000 

Equipment. 50,000 


The entries at the top of the opposite page appear on the separate 
corporation books. 

Instead of reporting allowances for depreciation of plant and equip¬ 
ment items transferred, assets of this class may be reported at their 
net values in view of their ownership by a new business entity. 
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Transaction 

To record acquisition of assets and liabili¬ 
ties from Martin and Moore. 


To record issuance of stock in payment 
of net assets accjuired. 

To record sale of slock for cash. 


Entry 


Accounts Receivable 

15,000 


Inventories 

23,500 


Equipment 

75,000 


Goodwill 

22,400 


Allow\ for Bad Debts 

1,000 

Allow, for Deprecia¬ 
tion 


22,500 

Accounts Payable 


12,000 

Accrued Expenses 


400 

Liability to Martin 
and Moore, Vendors 


100,000 

Liability to Martin and 

Moore, Vendors 

100,000 


Capital Stock 

100,000 

Cash 

150,000 


Capital Stock 

150,000 


It may be mentioned that for income tax purposes, when individual 
owners of a business transfer assets and, after such a transfer, have 
control of the corporation, the value of the property transferred is the 
same for the corporation as it w as for the pai ties making the transfer. 
For income tax purposes, then, depreciation would continue to be 
i’e])orted in ter’ms of cost to the original owners, and any gain or loss 
on the disposal of the asset would be calculated on the basis of this 
cost less depreciation in terms of such cost. 

QUESTIONS 

1. What are the four basic riglits of stockholders? 

2. Distinguish between: (a) a domestic corporation and a foreign cor¬ 
poration, (b) a stock corporation and a nonstock corporation, (cj an open 
corjioralion and a close corporation. 

3. (a) Define legal or stated capital, (b) What limitations are placed 
upon the corporation by law to safeguard .such legal capital? 

4. (a) Di.stinguish between par stock and no-i)ar .stock, (b) What classes 
of no-i)ar stock may be found? 

5. Name the advantages and the disadvantages applying to no-par stock 
as compared with par-value .stock. 

6. (a) What preferences are usually granted to preferred stock? (b) 
What is meant by redeemable preferred stock? (c) What is meant by con¬ 
vertible preferred .stock? (dj Distingui.sh between (1) cumulative and 
non cumulative preferred stock and (2) participating and nonparticipating 
preferred .stock. 

7. (a) Describe the method of accounting for the issuance of capital 
.stock when authorized and uni.ssued accounts are maintained, (b) De¬ 
scribe the method of accounting when accounts for these items are not 
maintained. 
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8. Indicate how each of the following account balances is reported on 
the balance sheet: 

(a) Capital Stock Subscriptions Receivable 

(b) Capital Stock Subscribed 

(c) Unissued Capital Stock 

(d) Authorized Capital Stock 

9. Describe each of the following records: (a) minute book, (b) sub¬ 
scribers ledger, (c) stockholders ledger, (d) stock certificate book. 

10. The Wallace Corporation reports subscriptions to capital stock as a 
subtraction from paid-in capital balances on the balance sheet. What 
support may there be for such a treatment? 

11. The Benson Co. treats proceeds from capital stock subscription de¬ 
faults as miscellaneous income. Would you approve this practice? 

12. (a) How should cash proceeds be assigned to individual securities 
when two different securities are issued for one lump sum? (b) Would 
your answer differ if one of the securities is designated a ‘‘bonus''? Give 
reasons for your answer. 

13 . (a) What is meant by “watered stock"? (b) What are “secret re¬ 
serves"? 

14 . The Gordon Co. has applied a discount on common stock against a 
premium on preferred stock and reports paid-in surplus at the net credit 
balance. What objections, if any, do you have to such a treatment? 

15. (a) What is a capital stock assessment? (b) What entry is made upon 
the collection of such an assessment (1) shares were originally issued at a 
discount and (2) shares were originally issued at par? 

16 . (a) What expenditures may be properly recorded as organization 
costs? (b) The Cramer Co. gives 5,000 shares of no-par stock valued at 
$50,000 to promoters of the corporation and incurs expenses of $30,000 
in the sale of stock upon the formation of the corporation. How do you 
recommend that each of these transactions be recorded? 

17 . (a) Indicate the accounting procedures that are followed when a 
partnership is incorporated and the partnership books are to be retained 
as the accounting records for the new unit, (b) What accounting pro¬ 
cedures are followed when a new set of records is to be established for the 
corporation? 

18 . The Walsh Company acquires the assets of the Goodman Company 
in exchange for 10,000 shares of its common stock, par value $10. (a) As¬ 
suming that the appraised value of the property acquired exceeds the par 
value of the stock issued, how would you record the acquisition? (b) As¬ 
suming that the par value of the stock issued exceeds the appraised value 
of the property acquired, suggest two methods for recording the acquisi¬ 
tion. What factors will determine the method to be used? 
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EXERCISES 

1 . The Dayton Co. pays out dividends at the end of each year as in¬ 
dicated: 1951, $50,000; 1952, $150,000; 1953, $240,000. Give the amount 
payable per share on common and preferred stock each year, assuming 
capital structures as follows: 

(a) 200,000 shares of no-par common; 10,000 shares of $100, 6%, non- 
cumulative, nonparticipating preferred. 

(b) 200,000 shares of $10 common; 10,000 shares of $100, 6%, cumulative, 
fully participating preferred, dividends two years in arrears at the 
beginning of 1951. 

(c) 200,000 shares of $10 common; 10,000 shares of $100, 6%, cumulative 
nonparticipating preferred. 

(d) 200,000 shares of $10 common; 10,000 shares of $100, 6%, non- 
cumulative preferred participating up to 

2. The Bushnell Corporation was organized on May 15, 1953. It im¬ 
mediately sold its authorized stock of 100,000 shares at 12. What entries 
are required for the stock issue under each of the following assumptions: 

(a) Shares have a par value $10. 

(b) Shares are no-par without a stated value. 

(c) Shares are no-par with a stated value of $5 as assigned by the board of 
directors. 

3. The Davidson Corporation is organized with authorized capital as 
follows: 20,000 shares of no-par common and 2,000 shares of 6% preferred, 
par $100. What entries are required for each of the following transactions: 

(a) Assets formerly owned by E. Case are accepted as payment for 6,000 
shares of common. Assets are recorded at values as follows; land, 
$15,000; buildings, $25,000; inventories, $80,000. 

(b) Remaining common stock is sold at 25. 

(c) Subscriptions are received for 2,000 shares of preferred at 105. A 

down payment is made on preferred. 

(d) One subscriber for 100 shares of preferred defaults and his down 
payment is retained pending sale of this lot. Remaining subscribers 
pay the balances due and the stock is issued. 

(e) Lot of 100 shares of preferred is sold at 102. Loss on resale is charged 
against the account of the defaulting subscriber, and the down pay¬ 
ment less the loss is returned to him. 

4. Ten shares of Beck, Ltd., with a par value of $100, are subscribed for 
at par. The subscriber defaults after he has paid $450. This stock is 
later sold for $950 cash. What entries are required if (a) no refund is 
made to the defaulting subscriber, (b) a refund is made of the cash paid 
less the discount allowed when the stock is resold? 

5. Staley, Inc. receives authorization to issue 5,000 shares of common 
stock, par $100. Subscriptions are received for 3,000 shares at $105, cash 
is received in full, and the stock is issued, (a) What entries would be 
made if the unissued and authorized accounts are used in recording 
subscriptions? (b) How would the capital section of the balance sheet 
appear after the foregoing transactions? 
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6. The trial balance of a corporation includes the following items: 
Unissued Stock, $60,000; Capital Stock Authorized, $100,000; Discount 
on Stock, $4,000; Subscriptions Receivable, $16,000; Capital Stock 
Subscribed, $40,000. How much cash has been collected from.the sale 
of stock? 

7 . The Borden Co. issues 10,000 shares of preferred and 100,000 shares 
of common, each with a par value of $10, in exchange for i)roperties 
appraised at $1,000,000. What entry would you make to record the ex¬ 
change on the books of the corporation assuming that: 

(a) No price can be assigned at date of issuance to preferred or common 
issues. 

(b) Common is selling on the market at $8^/2 P^r share; there was no pre¬ 
ferred stock prior to this issue. 

(c) Common is selling on the market at $9^4 P^r share; there was no pre¬ 
ferred stock prior to this issue. 

8. Wells, Inc. sells 1,000 shares of its 5^^ cumulative preferred stock, 
par $100, to its bankers at $120 a shar(\ giving 1 share of common stock, 
par $50, as a bonus with each 2 shares of t)referr(‘d. The market value of 
the preferred stock immediately following the sale is $105 per share. What 
is the entry for the sale? 

9 . Bonds of $1,000,000 arc* sold at face value, 5 shares of common stock, 
par $10, being offered as a bonus with each $1,000 bond. At the lime the 
bonds are sold on this basis, stock is selling on the* market at $12 per share. 
What entry would be made to record the sale of th(* bonds? 

10 . The Gary Corporation has 10,000 shares of 6^^, $100 par y)referred 
stock outstanding, dividends bedng paid, semiannually on July 1 and 
January 1. On May 1, 1953, it sells an additional 2,000 shares of i)r(*ferred 
at $105 plus $2 for '‘accrued dividends to dale.'' On July 1, 1953, it makes 
a semiannual dividend payment on preferred stock. What entries would 
you make to record (a) the sale of the shares and (b) the i)ayment of the 
dividend? 

11. The ledger of P'arris and Simpson shows the following data on Decem¬ 
ber 31: Assets, $53,000; Liabilities, $23,000; Farris, Capital, $12,000; 
Simpson, Capital, $18,000. The partners decide to s(*ll the business to 
Distributors, Inc. in exchange for 4,000 shares of that corporation's $10 
par common stock. The market value of the stock at this time is $12. 
What entries are required (a) to record the purchase in the corporation 
accounts and (b) to close the books of the partnership? (c) How many 
shares in the new corporation will be distributed to each partner? 

12 . A balance sheet for Miller and Morton, prepared on March 15, ap¬ 
pears at the top of the opposite page. Partners share profits in the ratio 
of 3:1 respectively. 

The Webster Co. issues 4,000 shares of its $1 par stock to the partners 
in exchange for partnership assets other than cash. The corporation also 
agrees to assume firm obligations. On this date the corporation stock 
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MILLER AND MORTON 
Balance Sheet 
March 15,19-- 


Assets Liabilities and Capital 


Cash. 


$ 2,400 

Accounts payable. 

... $ 3,400 

Accounts receivable 

$ 6,200 


Miller, capital . 

.. . 23,900 

Less: Allowance 
for bad debts.... 

400 

5,800 

Morton, capital. 

. . . 19,200 

Inventories. 

Equipment. 

$25,000 

10,300 



Less: Allowance 
for depreciation of 
equipment. 

7,000 

18,000 



Goodwill. 


10,000 



Total assets. 


$40,500 

Total liab. and caj)ital . . . 

$46,500 


has a market value of $10 per share. In dissolving the firm, Miller agrees 
to take 2,200 shares and Morton 1,800 shares. The firm cash is then 
appropriately divided between the partners. What are the entries to 
record the foregoing on the books of the partnership and on the new books 
of the corporation, assuming that the corporation retains tangible asset 
valuations as shown on the firm books? 


PROBLEMS 

20-1. The Proctor Co. was organized on October 10,1953, with authorized 


capital stock as follows: 

4}^% Cumulative Preferred, par $100 . 1,000 shares 

Common, no-par. . 20,000 shares 


Statutes of the state of incorporation provide that the board of directors 
may set a stated value on no-par stock, but that such a staled value shall 
not be less than $10. The board of directors sets the stated value at this 
minimum. 

During the remainder of 1953 the following transactions take place: 

(a) Assets of Proctor and Proctor are taken over in exchange for 10,000 
shares of common stock. Assets of the partnership are appraised as 


follows: 

Merchandise Inventory. $40,000 

Land, Buildings, and Equipment. 35,000 


The excess of the stated value of the stock issue over the appraised 
value of tangible assets acquired is regarded as payment for goodwill, 

(b) 500 shares of preferred stock were sold at par. 

(c) 2,500 shares of common stock were sold at $10. 

(d) Subscriptions were received for 5,000 shares of common at 10 ^; the 
stock is to be paid for in two equal installments, 50% being paid on the 
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date of subscription and 50% to be paid within 60 days from the date 
of subscription. 

(e) By December 31, $15,750 had been collected from subscribers as 
second installments on common subscriptions, and fully paid stock 
was issued. 

Instructions: (1) Give the journal entries to record the foregoing transac¬ 
tions, assuming the use of unissued and authorized accounts in the ledger. 

(2) Give the journal entries to record the foregoing transactions, assuming 
that unissued and authorized accounts are not used. 

^.-^(3) Give the capital section of the balance sheet on December 31, 1953. 

The Haywood Corporation is organized on May 1, 1953, and is 
""ay^orized to issue stock as follows: 

100,000 shares of no-par common stock with a stated value of $10 
5,000 shares of 5% preferred stock with a par value of $50 

Capital stock transactions were as follows: 

May 15. Subscriptions were received for all of the common stock at 15 on the 
following terms: 109 ? is paid in cash at the time of subscription, 
the balance being payable in three equal installments due in 30, 60, 
and 90 days respectively. 

June 1. All of the preferred stock is sold to an investment company for cash 
at 47)/^ and stock is issued. 

June 15. Collected the first installment on subscriptions to 97,600 shares. 

Terms of the subscription contract provide that defaulting sub¬ 
scribers have 30 days in which to make payment and obtain rein¬ 
statement; failure to make payment within the specified period will 
result in the forfeiture of amounts already paid in. 

July 15. Collected the second installment on common subscriptions. Collec¬ 
tions include receipt of the first and second installment on 400 
shares from subscribers who defaulted on their first installment; 
however, subscribers to 500 shares default in addition to those 
already in default. 

Aug. 15. Collected the third installment on common subscriptions. Collec¬ 
tions include receipt of the second and third installment from sub¬ 
scribers to 400 shares who defaulted on their second installment. 
Stock certificates are issued to fully paid subscribers. 

Sept. 1. Stock in default is sold to an investment company at 1234* 

Instructions: (1) Give the journal entries to record the transactions listed 
above. 

(2) Prepare a balance sheet summarizing the above. 

20-3. The Olson Manufacturing Company is incorporated on February 
28 with authorized common stock of $750,000 and 6% cumulative pre¬ 
ferred stock of $250,000, each class with a par value of $100. 

Subscriptions are taken for 6,000 shares of common stock at $112 a 
share, to be paid for in four equal installments on March 1, April 1, May 1, 
and June 1. The first installment is paid in full. Subscribers for 200 shares 
default on the second installment, and the amounts already received are 
returned to the defaulting subscribers. The second, third, and fourth 
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installments are paid in full on their due dates by the remaining sub¬ 
scribers, and the stock is issued. 

During March, preferred stock is offered for sale at $120, 1 share of 
common stock being offered as a bonus with each subscription for 10 shares 
of preferred. On this basis subscriptions are received for all of the preferred 
stock. Subscriptions are payable in two equal installments: the first is 
payable during March at the time of subscription and the second is pay¬ 
able at any time prior to June 15. The first installment is paid in full. 
By June 1, $120,000 has been received on the second installment, and 
stock is issued to the fully paid subscribers. 

Instructions: (1) Journalize the above transactions. 

(2) Prepare a balance sheet as of June i reflecting the foregoing. 

20-4. The Wagner Corporation was organized on October 1 with an au¬ 
thorized capital stock of 15,000 shares of 5% cumulative preferred with a 
$25 par value and 200,000 shares of no-par common with a stated value of 
$20 per share. During the balance of the year the following transactions 
relating to capital stock were completed: 

Oct. 1. Subscriptions were received for 60,000 shares of common stock at 
273^, payable $10 down and the balance in two equal installments 
due November 1 and December 1. On the same date 10,000 shares 
of common stock were issued to W. R. Wagner in exchange for his 
business. Assets transferred to the corporation were valued as 
follows: land, $100,000; buildings, $95,000; equipment, $85,000; 
merchandise, $86,500. Liabilities of the business assumed by the 
corporation were: mortgage payable, $32,500; accounts payable, 
$12,500; accrued interest on mortgage, $875. No goodwill is recog¬ 
nized in recording the issuance of the stock for net assets. 

Oct. 3. Subscriptions were received for 10,000 shares of preferred stock at 
30, payable $12 down and the balance in two equal installments 
due on November 1 and December 1. 

Nov. 1. Amounts due on this date were collected from all common and 
preferred stock subscribers. 

Nov. 12. Subscriptions w^ere received for 40,000 shares of common stock at 
28, payable $10 down and the balance in two equal installments 
due December 1 and January 1. 

Dec. 1. Amounts due on this date were collected from all common stock 
subscribers and fully paid stock was issued. The final installment 
on preferred stock subscriptions was received from all subscribers 
except one whose installment due on this date was $13,500. State 
incorporation laws provide that the company is liable for the return 
to the subscriber of the amount received minus the loss on the sub¬ 
sequent resale of the stock. Preferred stock fully paid for was issued. 
Dec. 6. Preferred stock defaulted on December 1 was sold for cash at 26^/^. 

Stock was issued, and settlement was made with the defaulting 
subscriber. 

Instructions: (1) Prepare journal entries to record the foregoing trans¬ 
actions. 

(2) Prepare the capital section of the balance sheet for the corporation 
as of December 31. 



612 


INTERMEDIATE ACCOUNTING 


[Ch. 20 


20-5. Ashton and Bills, partners, who share profits and losses in a ratio of 
3:2 respectively, wish to retire from active participation in their manu¬ 
facturing business and decide to form a corporation to take over the firm 
assets. The partnership balance sheet prepared on March 1 appears below: 


ASHTON AND BILLS 
Balance Sheet 
March 1, 1954 


Assets 


Liabilities and 

Capital 

Cash. . 


$ 30,000 

Notes payable . 

, $ 7,000 

Notes receivable 


16,000 

Accounts payable . ... 

. 45,000 

Accounts receivable 


60,000 

Wages payable .... 

. 1,500 

Inventories 


66,500 

Ashton, capital. 

. 77,000 

Machinery 

$80,000 


Bills, capital. 

. 99,000 

Less: Allowance for 





depreciation. 

OO.OOO 

24,000 



Building. 

$45,000 




Less: Allowance for 





depreciation . 

32,000 

13,000 



Land . 


20,000 



Total assets . 


$229,500 

Total liab- and eanital 

S‘229.500 






The partners, together with Coleman and Daley who wish to join the 
new enterprise, agree to the following: 

(a) The corporation to be formed shall be known as the Arizona Sales 
Corporation, and its authorized stock shall consist of 50,000 shares 
of common stock, par $5, and 2,000 shares of ; preferred stock, 
par $100. 

(b) Partnership assets other than cash are to be transferred to the cor¬ 
poration and the liabilities are to be assumed by the corporation. 
Th(‘ corporation is to issue all of its preferred stock in payment for 
net assets acquired. (It is assumed that the stock is worth par value.) 
The stock is to be divided equally between Ashton and Bills, and the 
partnership cash is then to be withdrawn by the partners in settle¬ 
ment of their etjuities. The corporation records firm properties other 
than plant and equipment at book value. Plant and equipment are 
recorcled at current sound values as follows: 

Machinery. $35,000 

Building. 19,000 

Land. 42,000 

(c) Coleman shall take charge of the organization of the corporation and 
shall be allowed 3,000 shares of common stock in full payment for 
his services. 

(d) Daley, who owns valuable patent rights, shall be given 10,000 shares 
of common stock upon transfer of these rights to the corporation. 

The Arizona Sales Corporation is incorporated on March 1 when the 
foregoing takes place. 

Instructions: (1) Prepare the entries to record the transfer of assets and 
liabilities to the corporation, and the distribution of stock and cash on the 
partnership books. 
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(2) Prepare the entries for the separate corporation books. 

(3) Prepare a balance sheet for the corporation on March 1 after the 
foregoing transactions have been recorded. 

20-6. Kamm, Leeds, and Morse, i)artners sharing profits 2:2:1 respec¬ 
tively, draw up the following partnership balance sheet on Mai'ch 1: 
KAMM, LEEDS, AND MORSE 
B\l\nce Sheet 
M \urH 1,19 

Assets l,i lauriEs \ni> Cuhtvl 


Cash $ 

Accounts receivable 41,3h) 

Merchandise inventory 44,000 

Furniture and fixtures $16,')00 
Less: Allowance for 
depreciation 4,950 11,550 


Li \hilities 
Accounts payable 
Note'' payable 


Totil liabilities 


$ 17,600 
10,000 

$ 27,600 


Kamm, capital 
L<*eds, capital 
Morse, capital 

T(»tal capital 


Capitxl 

$ 16,600 
27,560 
24,420 


Tot<il liabilities and (apilal 


$116,180 


The partners incorporate on ihi.'* datc‘ as the K-L-M Corporation with 
an authorizet] ca})ita] stock as follows: 

Preferred stock, 10,000 shares, par $10 

Common stock, 10,000 shares, par $10 

I’he jiarlners agree to the following: 

(1) The following adjustments arc to be made in asset values: 

(a) All allowance for doubtful aceounts is to be established at 5% of 
accounts receivable. 

(b) Furniture and fixtures are to be raised to present replacement 
costs of $19,500 less a depreciation allowance of 30S on such 
costs. 

(c) Expenses of $650 ha\e lieen prepaid and are to be recognized as 
an asset. 

(2) Each partner is to be paid for his partnership eijuity as follows, it 

being assumed that stock has a value ei^ual to its par; 

(aj 1,500 shares of preferred are to be allowed to each partner. 

(b) Remaining capital interests are to be paid for with common stock, 
in even multiples of 100 shares, each partner to be paid cash for 
any capital balance in excess of the liigliest 100-share multiple 
that can be issued. 

The above adjustments and transactions are completed and shares 
not required for the settlement of the partners' interests are immediately 
sold at par. 

Instructions: (1) Give journal entries to record the incorporation, assum¬ 
ing that it is to be reflected on the partnership books, no new books being 
opened by the corporation. 

(2) Frepare a balance sheet for the corporation. (Assume that transac¬ 
tions are completed on March 1.) 
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20-7. The Apex Company formed a new corporation — the Vale Com¬ 
pany — and on January 1, 1954, paid $100,000 for the entire authorized 
capital stock, as follows: 10,000 shares of no-par value (stated value, 
$5 a share). 

On the same date the new corporation acquired for $100,000 in cash 
the business formerly conducted by Baker & Owen. The tangible assets 
acquired and the liabilities assumed as recorded on the books of Baker & 
Owen were as follows: accounts receivable, $25,200; inventory, $9,600; 
4% bonds, par value, $5,000; land, $15,400; building, less depreciation, 
$25,000; equipment, less depreciation, $4,300; mortgage payable, $15,000; 
accounts payable, $25,000. 

The building was purchased January 1, 1944; $5,000 of equipment on 
January 1, 1943, and $6,000 on January 1, 1952. Depreciation is said to 
have been recorded on a straight-line basis at the following rates: equip¬ 
ment, lO^fi per annum; building, 5% per annum to December 31, 1948, 
and 23 ^% thereafter. 

The cash transactions of the Vale Company for the three months 
ended March 31, 1954, are summarized as follows: 


Recei pts 

10,000 shares of capital stock. $100,000 

Accounts receivable collected. 65,000 

$3,000 par value of bonds—sold February 28, 1954 . . . 2,800 

Accrued interest on bonds sold . 20 

$100,000 par value b% debentures of Vale Company due 

January 31, 1964 (issued January 31, 1954). 90,000 

$257,820 

Diabunicmenta 

Payment to Baker & Owen. $100,000 

Merchandise . 60,000 

Mortgage and accounts payable at January 1,1954. 40,000 

Selling, general, and administrative expenses. 20,000 

Life insurance premium . 2,000 

Organization expense. 1,500 

$223,500 


On March 31,1954, accounts receivable amounted to $80,000; accounts 
payable for merchandise, $35,000; and for expenses, $3,000; the inventory 
was valued at $40,000; and prepaid expenses were computed at $1,000. 

According to the directors' minutes, the building and equipment are 
to be recorded at cost to Baker & Owen, less depreciation on a straight- 
line basis at 2} 2 % and 10% per annum respectively, and the other assets 
at the value shown hy the books of Baker & Owen. Organization expense 
is to be written off in January, 1954, and depreciation is to be provided on 
the revised basis stated in the minutes. 

Instructions: Prepare a balance sheet as of March 31, 1954, including 
provision for federal income tax at 30 per cent, and an income account for the 
three months ended March 31, 1954. (Assume that the company is the 
beneficiary on the life insurance policy; hence the premium is nondeductible 
for income tax purposes.) (A.I.A. adapted) 
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20-8. Following is the trial balance of the recently organized Dry Ridge 
Golf Club on December 31, 1953: 


Dr. Cr. 

Cash in bank. $ 7,225 

Accounts receivable, members. 11,160 

Buildings. 54,500 

Equipment. 8,500 

Golf course construction. 130,000 

Labor. 26,285 

Golf course supplies and expense. 12,446 

General expense. 4,213 

Interest paid. 5,617 

Rent. 6,000 

Commissions—soliciting membership. 1,100 

Notes payable—bank. $ 10,000 

Accounts payable. 2,341 

Entrance fees . 146,250 

Dues. 22,950 

''Green” fees. 5,015 

Taxes on dues and entrance fees. 490 

Entrance fees underwritten. 80,000 


$267,046 $267,046 


A proprietary membership in the club costs $1,000, plus $100 tax. 

An analysis of the entrance fees account shows that it includes $110,000 
paid in, fully paying 110 memberships, and $36,250 collected from 60 
members. The balance due from these 60 members, plus the tax thereon, 
is secured by notes for their original unpaid balance. These notes are on 
hand but not entered. 

In September, 1953, a special committee appointed for the purp)ose 
handed in a statement with a list of 80 members, each of whom promised 
to obtain a new member and to advance the entrance fee of this member 
at once, subject to repayment when the new member paid in his fee; 
accordingly, the following entry was then made: 


Accounts receivable, members. 80,000 

To entrance fees underwritten. 80,000 


Of the above $80,000, $70,000 had been collected from the under¬ 
writers at December 31, 1953. Nothing had been repaid to the under¬ 
writers on account of new members, although 10 such new members had 
been elected in December and had paid in $8,800 in cash and signed notes 
for $2,200 for entrance fees and taxes. 

Dues are $200 a year, plus 10% tax, payable quarterly in advance, 
and have been chargeable and entered on April 1, July 1, and October 1, 
1953. 

Included in "Accounts receivable, members” are accounts totaling 
$330 for dues and taxes against two members who have been delinquent 
for nine months, and accounts aggregating $770 for dues and taxes of 
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eight other members. Collections can be enforced only by deduction from 
the proceeds of sale of such memberships after the complement of 300 
members is attained. 

The building account includes: 

Caddy and locker house. .$10,000 

Architect’s plans for a club house, discarded as proposal ap¬ 
peared too expensive 3,000 

Architect’s fees for now house . 1,500 

Payments under a cost-plus contract for the club house iunder 
construction Dc^cember 31, 1953) with a guaranteed maxi¬ 
mum cost of $50,000 . ... 40,000 

$54,500 

The golf course was finished and opened on June 30, 1953. At that 
date, the club being oblig(*d to maintain the course since the original con¬ 
struction contract was comi)lele(i, the operating accounts stood as follows: 


Debits: 


Labor 

$10,Ilf) 

(lolf-course supplies and expense 

4,539 

General expense 

916 

Interest paid 

2,890 

Rent . 

6,000 

Credits: 


Dues . 

$ 5,950 


The club h'ases its real estate, for which it pays an annual rental ol 
$6,000, payable January 1 in advance. 

Th(» estimated life of the equipment is five years from June 30, 1953). 
Of the liability on the books for taxes on (lues, $390 is now payable 
to the din'ctor of internal rev(‘nu(‘, reju’e.senting collections in December. 

hiHiruciinrii^: (1) Prepare the journal entries that should be made on the 
books as of December 31, 1953, and January I, 1954, disregarding closing 
entries, as the fiscal year ends June 30. 

(2) Submit a statement of assets and liabilities as of the opening of busi¬ 
ness on January 1, 1954. (A.LA. adapted) 

20-9. The stockholders of the Agricultural Machinery Co., vendors of 
horse-drawn machinery, resolved at their molding on June 13, 1953, to 
liquidate as of August 31, 1953. The May 31, 1953, financial statement 
on which the stockholders predicated their decision to liquidate is given 
at the top of the opposite page. 

According to the stockholders’ resolution of June 13, the liquidation 
is to be effected by the directors (who, being principal stockholders, serve 
without compensation) as follows: 

^^The $15,000 cash bid of a local real estate operator for the equity 
in the land and building is to be accepted immediately, the purchaser to 
assume the outstanding mortgage of $10,000 and to pay all expenses of 
title search, closing, etc. Title is to pass as of June 30, 1953, and Agri¬ 
cultural Machinery Co. is to pay mortgage interest accrued to that date. 
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AGRICULTURAL MACHINERY CO. 
Balance Sheet 
Mvy 31, 1953 


Assets 


Cash 

Accounts receivable 

Inventory of merchandise 

Furniture, fixtures, trucks, etc., less reserve 

Land and building, less reserve 



$ 36,750 

33.500 
120,250 

20.500 
30,000 

Total assets 



$241,000 

Li\BTI ITIES 




Accounts payable, including taxes 

Interest accrued on mortgage 

Accrued payroll 

6% Mortgage due January 1, 1955 



$ 15,600 
250 
450 
10,000 

Total liabilities 



$ 26,300 

C \PIT u. 




Capital stock, 4,200 shares, par value $*)() 

Surplus balance at Jan. 1, 1953 

Less loss for 5 mos. to Ma.v 31, 1953 

$ 24,0 ">0 

.$210,000 

4,700 


Total capital 



214,700 

Total liabilities and capital 



$241,000 


Insurancf" and taxes prepaid prior to June 30, 1953, are to he absorbed by 
V end or. 

‘*A11 merchandise on hand is to be offered for sale at 80^ ^ of regular 
sales prices; such special sale to be conducted from June 17 to June 26 
(both dates inclusive). These sah*s are to be on a strictly cash basis and 
to be final no returns permitted. 

An auction is to be conducted on June 29 on the company's premises 
and is to include all merchandise not disposed of during the previous 
lO-day sale. All furniture, fixtures, trucks, and other e(|uipm(‘nt an* also 
to be auctioned at this time. All sales made at such auction are to be 
strictly cash and final. 

‘^Any merchandise still remaining unsold after the auction is to be 
advertised daily in newspapers of neighboring communities and disposed 
of at best prices obtainable. 

''All employees, except the manager-bookkeeper, an* to be given 
immediate notice of their release, at the close of business on June 30, and 
to be paid up to July 31. The manager-bookkeeper is to be given imme¬ 
diate notice of his release effective August 31, 1953, on which date he 
will be paid his salary for the four months ending December 31. 

"A liquidating dividend (final) is to be paid on September 2, 1953, as 
of August 31, 1953, to all stockholders of record as at August 31, 1953.'’ 

Sale of merchandise to regular customers on credit fc r the period from 
June 1 to 16 inclusive amounted to $9,500 and were rrergcd with the liqui¬ 
dation sales. All merchandise unsold after the auction was finally dis¬ 
posed of in August. 

Depreciation subsequent to May 31, 1953, may be ignored. 
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Following is a summary of the cash transactions for the three months 
ended August 31,1953: 

Cash Transactions 


Dr. Cr. 

June Cash sales—regular $ 5,850 

Accounts receivable collections 23,500 

Cash sale (special 20 V discount) 47,350 

Cash received from auction sales 
Merchandise 31,500 

Furniture, fixtures, and trucks 8,250 

Auctioneer’s commission and expenses $ 2,850 

Interest on mortgage paid to June 10 300 

Proceeds from sale of land and building 15,000 

Officers and office salaries (including separation pay¬ 
ments and $450 accrued payroll) 5,550 

Accounts payable 15,600 

July Accounts receivable collections 1,250 

Post-auction sales 

Merchandise 3,500 

Furniture, fixtures, and trucks 2,300 

Salary of manager-bookkeeper for July 400 

Aug. Accounts receivable collections (final) 3,700 

Collection agency fees 375 

Salary of manager-bookkeeper (including separation 
payment) 2,000 

Legal fees and expenses re liquidation 675 


$142,200 $27,750 


Indrurtions (1) Prepare the necessary adjusting entries 

(2) Prepare a columnar work sheet showing the postings of the cash 
transactions, the adjustments, and the cash available for final distribution. 

(3) Prepare a statement of loss on realization and expenses of liquidation. 

(4) Prepare a statement showing the amount of cash to be distributed as 

a liquidating div.dend to each of the following stockholders* 

A 1,600 shares 

B 1,200 shares 

C 900 shares 

D 360 shares 

E 140 shares 


Total 


4,200 shares (A.I.A. adapted) 



Chapter 121 


I Capital Stock 

Changes Subsequent to Formation 

PREFERRED STOCK Terms of the preferred stock contract fre- 

REDEMPTION quently provide that the stock may be called 

for retirement by the issuing company. Redemption normally calls for 
payment of an amount in excess of the original issuance price as well as 
accrued dividends to the date of call. 

The original sale of stock results in an increase in net assets and the 
expansion of corporate capital. The reacquisition and retirement of 
stock results in a decrease in net assets accompanied by a contraction 
of corporate capital. Such a contraction should first be applied to 
capital balances arising from the original sale of stock. To illustrate, 


assume the sale of 1,000 shares of prefeired stock, par $100, at 102. 
The entry to record the sale is: 

Cash. 102,000 

Preferred Stock. 100,000 

Premium on Preferred Stock . 2,000 

Redemption of the stock at the issuance price and its retirement 
would call for the following entry: 

Preferred Stock. 100,000 

Premium on Preferred Stock. 2,000 

Cash . 102,000 


With this entry, all reference to the original source of capital dis¬ 
appears. 

Assume that the preferred stock is retired at a price of 105. In this 
instance, the return of invested capital is accompanied by a bonus 
payment to preferred stockholders. The bonus should not be regarded 
as a distribution of the invested capital of other classes of stockholders 
but rather as a distribution of retained earnings accompanying the 
liquidation of the preferred equity. The following entry would be 


appropriate: 

Preferred Stock. 100,000 

Premium on Preferred Stock. 2,000 

Earned Surplus. 3,000 

Cash. 105,000 


All reference to the preferred stockholder group disappears; earned 
surplus is reduced in the process of redemption, but as a result of this 
charge, remaining stockholders may now view the balance of earned 
surplus as wholly identified with their equities. 

619 
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Assume, however, that the corporation is able to retire its own stock 
at less than the original issuance price. The difference between the 
original amount invested by stockholders and the subsequent amount 
paid for retirement of their interest should not be considered a gain 
that increases earned surplus. Here a portion of the capital originally 
invested by the preferred stockholders has been retained by the corpo¬ 
ration. The withdrawal by owners does not affect the nature of this 
capital; it is still capital that originated from an investment source 
and not from profitable operations. Profit and loss emerges from trans¬ 
actions between the business unit and outsiders and not from capital 
transactions between the business unit and its owners; transactions 
falling within the latter category give rise to changes in invested 
capital.' The retirement of preferred stock in the previous example at 
a price of 101 may be recorded in the following manner: 

Preferred Stock. 100,000 

Premium on Preferred Stock. 2,000 

Cash. 101,000 

Paid-In Surplus — From Preferred Stock Re¬ 
demption . 1,000 

Since the preferred stock balance is canceled, cancellation of the 
premium account that is identified with the capital stock balance is 
likewise in order. The not amount of invested capital retained by the 
corporation is reflected in a separate account that explains the nature 
of the capital item. 

When preferred stock is redeemed, there is a reduction in the cor¬ 
porate legal or stated capital. State law does not bar the reduction of 
legal or stated capital when stock is issued subject to redemption and 
redemption is made at a price as provided for by the original terms of 
the issue. 

TREASURY STOCK When a company’s own stock once issued is 

reacquired and held without cancellation, it 
is known as treasury slack. A company may acquire its own stock by 
purchase, by acceptance in satisfaction of a claim, or by acceptance as 
a donation from stockholders. Such stock, if formally canceled in ac¬ 
cordance with requirements of state law, would revert to the status of 
unissued stock and would be accompanied by a reduction in legal or 
stated capital. In the absence of such formal action, the stock is re¬ 
garded as treasury stock and the legal or stated capital of the corpora¬ 
tion is unaffected by the stock reacquisition. 

'Nott^ that in the previous example the payment of an amount in excess of original 
contribution by owners was viewed not as a Ions arising from transactions between 
the corporation and its stockholders but as a distribution of accumulated earnings re¬ 
lating to the preferred equity. 
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The preservation of legal or stated capital for protection to the 
creditor group calls for certain conditions precedent to the acquisition 
of treasury stock by purchase. Ordinarily, state statutes provide that 
treasury stock can be purchased only when the company’s sui*plus 
balance is equal to or in excess of the amount to be paid for such stock. 
Treasury stock acquisition serves to restrict surplus from use as a 
basis for dividends; the rei.ssuc of the .stock usually .serves to remove 
the surplus restriction. The purchase limitation may be based upon 
the corporation’s total surplus, but frequently it is based upon the 
earned surplus balance. To illustrate the effect of such legislation, 
assume the capital of a corporation to be as follows: 

Capital Stock, 10,000 sharc.s, par $10 $100,000 

Earned Surplus 50,000 

The company here can declare dividends out of retaiiu'd earnings 
of $50,000; net a.s.set.s of the company would remain $100,000 and 
creditors would continue to be .sivfeguardecl by owners’ capital of 
$100,000 as reported in the capital .stock account. But assume the 
reacquisition by the company of a part of its outstanding stock at a 
price of $40,000. If dividends of $50,000 were still itermitted and 
dividends of this amount were paid, pi'otection to creditors would 
shrink to $60,000, capital being impaired by the pui‘cha.se of .stock and 
the payment of dividends, a total of $90,000. With a reduction in the 
company’s ability to pay dividends to $10,000 upon the purchase of 
treasury stock for $40,000, the original i-epre.sentation as to protection 
to the creditor group is a.ssui'ed; the .sum of payments for treasury 
stock purchases and possible dividends will not .shrink net assets below 
the legal capital reported in capital stock, $100,000. Upon sale of the 
treasury stock and the recovery of the trea.sury .stock outlay, dividends 
may once more be paid to the extent of Ihe earned surplus balance.' 

Despite the fact that the legal capital remains the .same after the 
reacquisition of a company’s .stock by purchase, treasuiy stock cannot 
be viewed as an asset but must be regai ded as a reduction in coiporate 
capital. A company cannot have an ownenship interest in itself; 
treasury stock confers upon the corporation no rights as to dividends, 
voting, liquidation, or pre-emption. Treasury .stock, as a matter of 
fact, may be regarded in exactly the same manner as unissued stock 
except for one matter: having already been issued in accordance with 

^In some states, the purchase of treasury stock results in a permanent reduction 
in earned surplus by the amount paid for the stock. Purchase of treasury stock is 
thus treated, in effect, as a dividend. This is the rule in California. A purchase of 
treasury stock in thi^ state calls for a charge to earned surplus; the capital stock 
account continues to report the original legal capital at par or stated value despite 
the reduced number of shares outstanding. 
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legal requirements governing legal or stated capital, its resale is pos¬ 
sible without the conditions that are imposed upon the original issuance 
of stock. Since the capital stock balance is to be preserved in the ac¬ 
counts, treasury stock becomes a subtraction element in the capital 
section. 


ENTRIES FOR A number of different methods have been 

TREASURY STOCK Suggested for recording transactions involving 
treasury stock. These different methods are the products of two general 
approaches that may be taken to the problem of treasury stock acquisi¬ 
tions: 


(1) Treasury stock acquisitions may be viewed as the retirement of 
a portion of outstanding stock. 

(2) Treasury stock acquisitions may be viewed as a capital element 
whose ultimate disposition still remains to be resolved. 

The two approaches are described in the following sections. De¬ 
scriptions are accompanied by illustrations of methods for recording 
treasury stock that will give effect to the different views presented. 


First Approach: Treasury Stock Viewed as Capital Retirement. The 
acquisition of treasury stock may be regarded as the withdrawal of a 
part of the stockholder group calling for the contraction of capital 
balances identified with this group. It follows that the resale of treasury 
stock represents the admittance of a new group of stockholders calling 
for an expansion of capital balances to give effect to the investment by 
this group. The American Accounting Association adopts this position 
in recommending the following procedure: 

An outlay by a corporation for shares of its own stock should be 
treated as a reduction of paid-in capital up to the prorata amount 
represented by the acquired shares, whether or not such shares are re- 
issuable. If the outlay for the reacquired shares exceeds the prorata 
reduction of paid-in capital, the excess should be treated as a distribu¬ 
tion of retained income. The reissue of acquired shares should be 
accounted for in the same manner as an original issue of corporate 
shares.' 

When the acquisition of stock is viewed as a retirement of capital, 
two methods may be employed in reporting the reduction in the capital 
stock balance: (1) the capital stock account may be charged directly; 
(2) a treasury stock account may be charged and this balance treated 
as a subtraction item from capital stock. The two methods are illus¬ 
trated on pages 624 and 625. The transactions in the two examples 
for each method are described on pages 623 and 626. 

Accounting Concepts and Standards Underlying Corporate Financial Statements,** 
1948 Revision (Urbana: American Accounting Association), pp. 6 and 7. 
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Treasury Stock Reported as a Reduction in Capital Stock: 

Example 1: Transaction (1): Treasury stock is acquired for more than the 
original issuing price and Earned Surplus is charged for the excess paid, as 
was done in the case of formal stock retirement. 

Transaction (2a): When the stock is resold at more than par, the difference 
is reported as a premium on stock sale. 

Transaction (2b): When the stock is resold at less than par, the differ¬ 
ence is not recognized as a discount on stock in view of the absence of any 
discount liability on the part of persons acquiring stock previously issued and 
paid for. Instead, the charge is made to Earned Surplus. Acquisition of the 
treasury stock for $12,500 and its subsequent resale for $9,000 resulted in 
cancellation of the original premium on the stock, $1,000, and the further 
impairment of earned surplus by $2,500. A charge to Earned Surplus for 
$1,600 was recognized originally; $1,000 is recognized on the resale. That a 
net reduction of $2,500 is appropriate in the maintenance of capital at the 
legal balance, $10,000, is demonstrated as follows: 


Required legal capital as a result of original stock issuance.. $10,000 

Net receipts from stock transactions: 

Original sale. $11,000 

Resale. 9,000 

$20,000 

Less amount paid on stock reacquisition. 12,500 7,500 

Required charge to surplus to secure the maintenance of 

capital at the legal or stated balance. $ 2,500 


Example 2: Transaction (1): Treasury stock is acquired at less than 
original issuing price, and a paid-in surplus balance is credited for the amount 
of the original investment made by stockholders and retained by the corpora¬ 
tion. 

Transaction (2a): When the stock is resold at more than par, the differ¬ 
ence gives rise to a premium on the stock sale. 

Transaction (2b): When the stock is resold at less than par, the difference 
is charged against the paid-in surplus resulting from the original stock re¬ 
acquisition ; if this balance is inadequate, any excess is charged against earned 
surplus. In the example, the paid-in surplus arising from the acquisition of 
treasury stock at less than issuing price and its subsequent resale was $2,000 
minus $1,500, or $500; this balance is verified in the following summary: 


Net receipts from stock transactions: 

Original sale . $11,000 

Resale. 8,500 

$19,500 

Less amount paid on stock reacquisition. 9,000 

$10,500 

Amount reported as legal capital as a result of original stock issuance 10,000 


Paid-in surplus arising from treasury stock transactions. $ 500 


Treasury Stock Account Used to Report Reduction in Capital Stock: 

Instead of reducing the capital stock account directly when stock is re¬ 
acquired, it is possible to debit the treasury stock account for the amount of 
the reduction. The treasury stock account subtracted from the capital stock 
account reporting the amount issued then gives the capital stock outstanding. 
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Transaction 

First Approach: Treasury Stock View^ed 
/ as Capital Retirement 


Treasury Stock Reported as Reduction in 

1 Capital Stock 

1952 

Issue of stock, 10,000 shares, $10 par, 
at 11. 

Cash 

Capital Stock 
Premium on Stock 

110,000 

100,000 

10,000 

Profit for .vear, $‘10,000. 

Profit and Loss 
Earned Surplus 

30,000 

30,000 

1953 — Example 1 

(1) Assuming reacquisition of 1,000 
shares at 1‘2’ j. 

Capital Stock 
Premium on Stock 
Earned Surplus 

Cash 

10,000 

1,000 

1,500 

12,.500 

(2a) Assuming re^^ale ot slock at Id. 

Cash 

('apital Slock 
IVemium on Stock 

13,000 

10,000 

3,000 

(2b) Assuming n^ale ol .took at 9 

fkish 

Earned Surplus 
Capital Stock 

9,000 

1,000 

10,000 

Oapital section alter sale ot treasur\ 
stock: 

Capital Stock 
IVemium on Stock 
reamed Surplus 

CJd) (J1)1 

$100,000 $100,000 
12,000 9,000 

•2i>,">00 27,')00 



$140,')00 $i;i(!,r)0o 

1953 Example 2 

(1) Assuming reacijuisition of 1,000 
shares at 9. 

1 ► 

j (\ipital Stock 10,000 

Piemium on Stock 1,000 

(^ash 

Trc asur\ Sto( k Sin plus* 

9,000 

2,000 

(2a) Assuming resale of stock at 10'j. 

Cash 

('apital Stock 
Premium on Stock 

10,500 

10,000 

.500 

(2b) Assumirij; rt-ale of stock at tS' 

('a ^h 

Treasur\ Stock Surplu 
(^ipital Stock 

S,5()0 
s 1, )00 

10,000 

Capital '.ts'lion alter sale of tieasuix 
Stock: 

1 

Capital Stock 
Premium on Stock 
Treasurv Stock 
Surplus 

Earned Surplus 

t2a) (2b) 

$100,000 $100,000 

9,100 9,000 

2,000 .'■>00 
.10,000 30,000 

$141,')00 $139,500 


♦The term “Treasury Stock Surplus” is used in the illustrations in the interest 
of account title brevity; a more descriptive title for this paid-in surplus balance would 
normally be desirable. 
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First Approach: Treasury Stock Viewed 
as Capital Retirement 


Tieasury Stock Account Used to Report 
Reduction in Capital Stock 


Cash 

Capital Stock 
Premium on Stock 

110,000 

100.00(1 

10,000 

Profit and Loss 

Earned Surplus 

,50,000 

50,000 

Treasury Stock 
Premium on Stock 

E irned Surplus 

Cash 

10,000 

1,000 

1,700 

12,700 

Cash 

TrcMsuiy Stock 
Premium on Stock 

11,000 

10,000 

5,000 

Cash 

Earned Surplus 
Tieasui^ Stock 

9,000 

1,000 

10,000 


(2a) 

(2b) 


Capitil Stock $100,000 $100,000 

IVeniiuni on Stock 12,000 9 000 

Lamed Surplus 2S,')00 27,">00 


$U0,-)()0 $1 U),709 


Treasury Stock 10,000 

Premium on Stock 1,000 

(\nsh 9,000 

^Pn isurv Stock Surplus 2,000 

Cash ~ 10,700 

Treasuiy Stock 10,000 

Premium on Stock 700 

Cash «,700 

TicMsurv Stoc k Surplus 1, >00 

Treasury Stoc k 10,000 

CU) ^l>) 

Capital Stock $100,000 $100,000 

Premium on Stock 9,700 9,000 

Treasur^ Stock 

Surplus 2,000 700 

Earned Surplus 10,000 50,000 

$141,700 $1 59,700 


Second Approach. Treasury Stock Viewed 
As Capital Element Awaiting Ultimate 
Disposition 


(’a h 

110,000 


Capital Stock 

100,000 

Premium on Stock 


10,000 

Pro'"t and Ijoss 

10,000 


r u nc'd Surplus 

,30,000 

Trc isury Stock 

Ca-h 

12,)00 

12,500 


Cash 

1 5,000 


Treasury Stock 
TrcMsury Stock 

12,700 

Surplus 


700 

Cash 

9,000 


Prc niium ( u Stock 

1,000 


L irned Surplus 

2,700 


Pressure Stock 


12,700 


(2a) (2b) 


C ipital Stoi k $100,000 $100,000 


Themium on Stock 

1 o'ooo 

9,000 

PicvisuiN Stock 



Sui plus 

'.00 


Larr chI Surplus 

i(),0()0 

J7,'.00 


5.140, .00 

5.1 !0,")00 


rc isurv St Of k 

9,000 

Cash 

9,000 


C ash 

Treasury Stock 
Pleasure Stock 
Surplus 

10,700 

9,000 

hioo 

(klsli 

8,700 


Pic mium on Stock 

700 


Treasury Stock 


9,000 


(2a) 

(2b) 

Capital Stock 

$100,000 : 

$100,000 

iTcmium on Stock 

10,000 

9,100 

I rc asury Stoc k 



Surplus 

1,700 


L irned Surplus 

50,000 

30,000 


$141,700 $1,59,700 



6i6 


INTERMEDIATE ACCOUNTING 


[Ch. 21 


When Treasury Stock is charged for stock reacquired, the sale of treasury 
stock requires credits to the latter account instead of to the capital stock 
account. Analysis of treasury stock transactions and the effects upon earned 
and paid-in surplus balances are exactly the same as described for the preced¬ 
ing method. 

The second set of examples on pages 624 and 625 illustrates this method. 
Entries here should be compared with those that were made when treasury 
stock transactions were reported as changes in the capital stock balanoe. 

Second Approach: Treasury Stock Viewed as Capital Element Awaiting 
Ultimate Disposition. The acquisition of treasury stock may be viewed 
as an application of cash to a capital purpose that has not been finally 
defined or consummated. Upon the purchase of treasury stock, a 
treasury stock account is charged for the cost of the purchase. This 
balance is recognized as a negative capital element that does not 
call for specific identification with capital stock, paid-in surplus, or 
earned surplus elements at this time. If treasury stock is retired, the 
debit balance in the treasury stock account can be allocated to the 
appropriate capital elements as in preceding analyses; if treasury stock 
is resold, the sale is viewed as achievement of the objective originally 
envisioned, now making possible the recognition of the net effect of 
treasury stock purchase and sale. It is the retirement or the sale of 
treasury stock that makes possible a determination of the effect of 
treasury stock transactions upon corporate capital elements. 

The application of this approach is illustrated in the third example 
on pages 624 and 625. The transactions in the example are described 
below. 

Example 1: Transaction (1): When treasury stock is purchased, it is 
recorded at its cost regardless of whether this cost is more or less than the 
original stock issuance price. In a presentation of corporate capital at this 
time, treasury stock, consisting of a cost unallocated as to the different capital 
elements, would have to be reported as a subtraction item from a total for 
capital stock, paid-in surplus, and earned surplus balances. 

Transaction (2a): When treasury stock is sold at more than its cost, the 
difference gives rise to paid-in surplus from treasury stock transactions. 

Transaction (2b): When treasury stock is sold at less than its cost, the 
shrinkage in corporate capital is first applied against any premium on the 
original sale of the stock; any balance is then applied against earned surplus. 
In the example, the charge of $2,500 to Earned Surplus finds the same justifi¬ 
cation as described for this transaction in adopting the first approach; the 
charge to surplus secures the maintenance of capital at the legal or stated 
balance. 

Example 2: Transaction (1): When treasury stock is acquired at less than 
its original issuing price, it is still recorded at cost. 

Transaction (2a): The sale of the stock at more than cost gives rise to 
paid-in surplus as in Example 1 above. 

Transaction (2b): If the stock is sold at less than cost, the difference is 
charged to the premium arising from the original sale of the stock; if the 
premium balance is inadequate, any excess is charged against Earned Surplus. 
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Capital balances arising from the use of each method should be 
compared. Capital sections after the sale of treasury stock are listed 
following each set of entries. While total capitals are the same regard¬ 
less of the method used, there will be variations in earned and paid-in 
surplus totals. Each method can be supported in theory; the nature of 
the method to be used will depend upon the approach that one feels 
has the greater merit under the circumstances. 


ACQUISITION OF The foregoing illustrations assumed the ac- 

STOCK* quisition and the disposal of stock with a par 

value. The acquisition of stock with a stated 
value provides no new problems; the stated value instead of the par 
value is used when reductions in the capital stock account are involved 
or when the treasury stock account is charged with an amount equal 
to the original credit reflected in the capital stock balance. When 
there is no stated or par value and the capital stock account has been 
credited with the proceeds from stock issued at dilferent prices, a special 
problem is faced. Under such circumstances, the capital stock offset is 
usually considered to be either (1) the original issuing price of the 
particular lot reacquired, or (2) the average price at which the stock of 
the company was originally issued. For example, assume the following 
entries in a capital stock account; 

Capital Stock (No-Par) 


2,000 shares (m 18 36,000 

2,000 shares 20 40,000 

1,000 shares {a 22 . ... 22,000 

5,000 shares 98,000 


Assume that 1,000 shares of stock are reacquired at 16}^. The 
acquisition is identified as the second lot sold, and treasury stock is to 
be recorded at the original issuing price. The following entry is made: 


Treasury Stock. 20,000 

Cash. 16,500 

Treasury Stock Surplus. 3,600 


Assume that treasury stock is to be recorded at the average issuing 
price. The average is calculated as follows; 

98,000 ( pro ceedsjroji^es)^ ^ p^^ 

5,000 (shares issued) 

The entry in this case would be: 


Treasury Stock. 19,600 

Cash. 16,500 

Treasury Stock Surplus. 3,100 
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SURPLUS APPROPRIA- The illustrations on pages 624 and 625 gave 

STOCK'holdings'^**^ entries for the acquisition and the sale 

of treasury stock but did not consider the 
problem of restricting the distribution of surplus during the period that 
the treasury stock was held. When the law pi-ovides for surplus restric¬ 
tions upon the acquisition of treasury stock, it will be necessary to 
give effect to such restrictions regardless of the method employed in 
recording the treasury stock. 

It will be observed that the surplus of the company in the example 
was adequate to permit the purchase of the treasury stock as indicated 
without reducing the capital below the legal value reflected in the capi¬ 
tal .stock account. To a.ssure no impairment in legal capital after the 
treasury stock is acquired, either of the following procedures may be 
followed: 

(1) A surplus appropjiation may be made for the amount of surplus 
restricted as required by law. When the law proxides for the canc'ella- 
tion of such a re.striction upon the recovery of Ihe ])rice paid for the 
treasury stock or upon the formal retirement of the stock, the entries 
recording the .sale or the retirement are accompanied by an entry 
reversing the surplus appropriation. 

(2) A parenthetical remark mav be included in the presentation of 
the corporate capital on the balanc'c sheet to report the sui jilus restric¬ 
tion resulting from the treasury stock holdings; this remark relative 
to surplus must be stated on succeeding balance sheets until the stock 
is sold or formally r('tiied and the restriction is no longer operative. 

To illustrate the foregoing, assume the infoimation listed under 
Second Approach Example 1 on page 625. With the purchase of 
treasury .stock at .$12,500, a second entry may be made as follows. 


Earned Surpms 

Reserve lor J'urchase of Treasury .Stock 


12.s0() 


12,500 


The capital of the company may be presented as follows: 

Capital stock — authorized and issued, 10,000 
shares, par value SIO, which includi's 1,000 

shares in the treasury (see below ) $100,000 

Premium on slock 10,000 

Earned surplus- 

Appropriated reserve for purchase ol treasury 

stock ' $12,500 

Unappropriated 17,500 30,000 


Less treasur.v stock, 1,000 shares at cost 
Total capital 


30,000 

$140,000 

12,500 

^ 27 , 500 " 
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Sale of the treasury stock would call for the following entry: 


Reserve for Purchase of Treasury Stock . 12,500 

Earned Surplus. 12,500 


If the surplus reservation is to be reported by parenthetical remark, 
no entry is made and the capital may be presented as follows: 

Capital stock — authorized and issued, 10,000 shares, par 
value $10, which includes 1,000 shares in the treasury (see 


below). $100,000 

Premium on stock . 10,000 

Earned surplus (of which $12,500 cannot be used as a basis 

for dividends as a result of the purchase of treasury stock). .. 30,000 

$14M^ 

Less treasury stock, 1,000 shares at cost. 12,500 

Total capital. $127,500 


An alternate procedure such as the following may be used in de¬ 
veloping the summary: 

Capital stock — authorized and issued, 10,000 shares, par 


value $10: 

Outstanding, 9,000 shares . $ 90,000 

Held in treasury, 1,000 shares (see below). 10,000 

Total issued. $100,000 

Premium on stock . 10,000 

Earned surplus (See Note 1). 30,000 

$140,000 

Less treasury stock, 1,000 shares at cost. 12,500 

Total capital . $127,500 


Note 1. Availability of surplus for dividends is limited to $17,500, as a result of 
restrictions arising from company purchase of treasury stock at a cost of 
$12,500. 


DONATIONS OF Treasury stock may be donated to the com- 

TREASURY STOCK pany so that it may be resold to provide 
working capital. Donations of stock with a par value are found where 
large blocks of stock were originally issued in exchange for properties. 
Such stock, which is considered fully paid, may be resold at any price 
in raising working capital without involving the purchaser in a possible 
liability to the creditors for the difference between par and a lower 
sales price. While such a donation may represent a sacrifice on the 
part of the contributors of the stock, ordinarily it simply represents a 
return of an overissue of stock for properties transferred. The issuance 
of an excess number of shares of stock for properties and the subsequent 
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donation of stock that may be sold without a discount liability has 
been referred to as the “treasury stock subterfuge.” 

Two methods, similar to those employed in the case of purchase 
of treasury stock, may be used in recording donations: 

(1) Treasury Stock may be debited on a basis consistent with 
credits to Capital Stock, and Donated Surplus, a paid-in surplus 
account, may be credited for an equal amount. 

(2) In the absence of any cost, the treasury stock acquisition may 
be reported by a memorandum entry, recognition of any surplus 
arising from the donation being deferred until the stock is sold. 

To illustrate the above procedures, assume that the Lucky Mining 
Company is formed to take over the mining properties of Adams and 
Burke, and 5,000 shares of common, par $25, are issued to each party 
in exchange for properties valued at $250,000. Later Adams and Burke 
each donate 2,000 shares of stock to the corporation. This stock is 
subsequently resold at $15 per share. Entries and the effects of trans¬ 
actions upon capital are shown below: 


Transaction 

(1) 

Assuming Treasury Stock 

Is Reported At Par 

(2) 

Assuming Treasury Stock 

Is Reported At Cost 

Issued stock in 
exchangp for 
properties. 

Mining Properties 250,000 

Common Stock 250^000 

Mining Properties 250,000 

Common Stock 250,000 

Received 4,000 
shares as a do¬ 
nation. 

Treasury Stock, 

Common 100,000 

Donated Surplus. 100,000 

(Memo) Received 4,000 shares of 
common from stockholders as a 
donation. 

Capital section 
of balance sheet 
after donation 
of treasury 
stock: 

Common Stock (par 
$25, authorized and 
issued 10,000 shares) $250,000 

Less Treasury Stock 
(4,000 shares) 100,000 

Outstanding (6,000 shares) $150,000 
Donated Surplus 100,000 

$250,000 

Common Stock (par $25, 
authorized and issued, 

10,000 shares, less 4,000 
shares of treasury stock 
reacquired by donation) $250,000 

Sold 4,000 
shares of treas¬ 
ury stock at 15. 

Cash 60,000 

Donated Surplus 40,000 

Treasury Stock, 

Common 100,000 

Cash 60,000 

Donated Surplus 60,000 

Capital section 
of balance sheet 
after sale of 
treasury stock: 

Common Stock (par $25, 
authorized and issued, 10,000 
shares) $250,000 

Donated Surplus .. . 60,000 

$310,000 

Common Stock (par $25, 
authorized and issued, 

10,000shares) .... $250,000 

Donated Surplus . 60,000 

$310,000 
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Similar procedures are employed in recording the donation of no- 
par stock. When no-par stock is without a stated value and the firet 
method is employed, treasury stock would be reported at its original 
issuing price or at an average price as in the case of treasury stock 
purchases. 

The second method, recognition of the treasury stock acquisition 
by a memorandum entry, offers certain advantages over the first 
method and hence may be preferred: 

(1) Donated surplus is recognized only when the treasury stock is 
sold and the effect of the contiibution upon capital is finally 
measurable. The donation of stock is viewed simply as effect¬ 
ing a reduction in the number of shares outstanding; sale of 
the stock produces an increase in capital thus confirming a 
donated surplus element and establishing its amount, 

(2) This method is the simpler one to apply. It avoids the need for 
entries in the accounts upon donation together with the calcula¬ 
tions that may be required in establishing values for the dona¬ 
tion that will stand only until the shares are sold and the actual 
contribution to corporate capital is known. 

When assets are overvalued upon the original issuance of stock, the 
credit emerging from a resale of donated stock is more accurately 
treated as a reduction in the book value of assets than as an increase 
in corporate paid-in capital. P’or example, in the illustration just given, 
assuming that properties were overvalued in the entry recording the 
original exchange of stock for properties, the proceeds from the resale 
of the stock may be regarded as a fulfillment of the consideration 
involved in the original issue of stock. The receipt of pi'operties and 
cash in exchange for stock of $250,000, then, might be considered to 
produce the following: 

Cash. $ 60,000 Capital Stock. $250,000 

Mining Properties. 190,000 

$250,000 $250,000 

This result is achieved by treating the ultimate proceeds from the 
treasury stock sale as a reduction in the asset book value. The Com¬ 
mittee on Accounting Procedure of the American Institute of Ac¬ 
countants makes the following comment relative to stock donation: 

If capital stock is issued nominally for the acquisition of property 
and it appears that at about the same time, and pursuant to a pre¬ 
vious agreement or understanding, some portion of the stock so issued 
is donated to the corporation, it is not permissible to treat the par value 
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of the stock nominally issued for the property as the cost of that 
property. If stock so donated is subsequently sold, it is not permissible 
to treat the proceeds as a credit to surplus of the corporation.' 


STOCK RIGHTS 
AND STOCK 
PURCHASE OPTIONS 


Corporations may grant stockholders, officers, 
and employees special rights to subscribe to 
stock and options to purchase its stock. Such 


special grants generally arise under the following circumstances: 


(1) A company requiring additional capital may offer stockholders 
special rights to subscribe for stock. 

(2) A company may provide rights to subscribe to certain securities 
with the issue of various classes of securities. 

(3) A company may provide rights to subscribe to stock or options 
to purchase stock to promoters, officers, or employees as com¬ 
pensation or as a bonus for services or other contributions, 
past, present, or future. 


Rights to subscribe to stock are evidenced by certificates called 
warrants. The rights enable their owners to purchase stock at a specified 
price; the period for exercise may or may not be limited. Such rights 
have a value because of the difference between the exercise price under 
the right as compared with a higher market value for the security, 
either present or potential. 

The accounting problems that are faced by the issuing company 
under each of the conditions listed are described in the following 
paragraphs: 


Rights Granted to Stockholders as Means of Increasing Invested 
Capital. Only a memorandum entry is required on the books of the 
corporation when rights are issued to stockholders. The memorandum 
entry should state the number of shares that may be claimed under 
outstanding rights. This information is required so that the corpora¬ 
tion may reserve sufficient unissued stock to meet requirements through 
exercise of the rights. Upon surrender of the rights, stock is issued by 
the company at the price specified in the rights. The issue of stock 
acquired with rights calls for a memorandum entry to record the 
decrease in the number of rights outstanding and an entry to record 
the stock sale. The entry for the sale depends upon the amount paid 
for the shares: 

(1) When the cash received in the exercise of rights is less than the 
required credit to Capital Stock at the legal value, the difference 


^Accounting Research Bulletin No, 1, “General Introduction and Rules Formerly 
Adopted/’ September, 1939 (New York: American Institute of Accountants), p. 6. 
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must be charged to Earned Surplus; exercise of rights under such 
conditions results in a permanent capitalization of surplus. 

12) When the amount paid is equal to the par or stated value of the 
stock, Cash is debited and Capital Stock is credited. This would also 
be the entry for’ the issue of no-par stock without a stated value. 

(8) When the cash iweived exceeds the par or stated value of the 
.stock, the excess is recorded as an increase in paid-in surplus. 

P^ull information concei’iiing outstanding rights should be reported 
on the balance sheet so that the eflects of the exercise of future rights 
may be asc(M'tained by those referring to the statements for information 
concerning corporate capital. 

Rights Issued iiith the Sale oj Bauds or Stock. When rights ai’e 
is.sued with the sale of othc'r securities, recognition of tho rights in the 
entry to record the sale will depend upon whether a value can be re¬ 
lated to these rights. When rights have no value on the date of .sale, 
the full sales proct'eds may be identified w ith the sale of the other securi¬ 
ties. When the rights are exercised, the stock is recorded a^ described 
in the prexdous section; if the rights are no, i xercised and lapse, no 
entry is required .‘■ince no value was origin:.IC assigned to the rights. 
When rights do have a market \alue upon i.ssiaincc*, the sales proceeds 
.should be allocated between the I'ights :ind the othei' securities i.s,sued. 
When the rights arc* exeivi.sed. the .stock is recorded at the sum of the 
value a.s.signed to the i'ights and the amount paid upon their exercise; 
if the rights an* not e'c(*rci.sed and lap.se. the value a.s.signed to the rights 
.should be transferi ed to a fiaid-in .surplus balance. The* .sale of securities 
accompanied b\ rights is illu.strat<*d in the exampl(*.s that follow: 

(1; As.sume that the Mat.son Co. is.sues 1,000 shares of jireferred 
stock at par, .$.^>0, and gives with this i.ssue warrants enabling holders 
to .subscribe to 1,000 .shares of no-jiar common .stock at $2.') jier .share 
during the following year, (^ommon .stock has a .stat(*d value of .$20 
and sells at this time at .$22 per share*. .Since right.s may be con.sidered 
to have only minor speculative \:due at this time, the* entry to record 
the sale of jireferred and common riehCs is: 

Ca.sli 50,000 

Preferred .Stock .50,000 

In the succeeding year the vtdue of common rises above .$25 per 
share and all of the rights are exerci.sed. Sale of the stock upon exercise 
of the wan'ants is recorded as follows: 

Ca.sh . 25,000 

Common Slock (stated value $20) . . . 20,000 

Paid-In Surplus - From Sale of Common Stock 5,000 




634 


INTERMEDIATE ACCOUNTING 


[Ch 21 


(2) Assume that the common stock is selling at $28 per share when 
the preferred shares, together with warrants for the purchase of com¬ 
mon, are sold. Under these circumstances, it is reasonable to assume 
that the $50 sales price reflects payment for two assets, a common 
stock warrant worth $3 and a share of preferred stock worth the 
balance, $47. The following entry recognizes the sale of preferred 


stock in this manner: 

Cash . 50,000 

Discount on Preferred Stock . 3,000 

Preferred Stock 50,000 

Common Stock Warrants Outstanding 3,000 

Subsequent exercise of all of the rights and issue of the common at 
$25 is reported as follows: 

Cash 25,000 

Common Stock Warrants Outstanding 3,000 

Common Stock (stated value $20) 20,000 

Paid-In Surplus — From Sale of Common Stock 8,000 


Assume, however, that the market value of the common stock falls 
below $25 per share and that the rights are not exercised. The entry 
that follows transfers the amount assigned to warrants to paid-in 
surplus: 

Common Stock Warrants Outstanding 3,000 

Paid-In Surplus — From Receipts on Unexercised 

Rights 3,000 

Rights or Stock Options Issved as Compensation for Services. The 
grant to promoters, officers, and other employees of options to 
purchase stock or rights to subscribe for stock raises the following 
questions: (1) What value is to be assigned to the stock issued in 
compensation for services? (2) What accounts are to be charged for 
such compensation? 

The fair market value of the shares granted under an option may 
vary considerably over the period of the option. This creates the 
problem of determining a date that may be used to measure the cost 
of the compensation. The Committee on Accounting Procedure 
states that six dates may be considered for this purpose :i 

(1) The date of the adoption of an option plan. 

(2) The date on which an option is granted to a specific individual. 

(3) The date on which the grantee has performed any conditions 
precedent to exercise of the option. 

(4) The date on which the grantee may first exercise the option. 

^Accounting Research Bulletin No 37 (Revised), “Accounting for Compensation 
Involved in Stock Option and Stock Purchase Plans/’ January, 1953 (New York: 
American Institute of Accountants), p. 285-A. 
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(5) The date on which the option is exercised by the grantee. 

(6) The date on which the grantee disposes of the stock acquired. 

The Committee, in reviewing each of these dates, concludes that 
it is the date on which the option is granted to a specific individual, 
(2) above, that provides the point at which to measure the compensa¬ 
tion cost and hence to arrive at the valuation to be applied to the option 
agreement. This is the date on which the company acknowledges the 
claim; this is the date when the company takes action that makes 
impossible any alternate use of the shares placed in option. Dates 
prior to this time are not pertinent since plans call for the rendering of 
services and their formal recognition before any liability becomes 
effective; plans thus are no more than proposed courses of action. 
Dates after this time are not pertinent; changes in the values of the 
compensation award after its accrual are beyond the scope of the plan 
for compensation and represent matters of concern only to the grantee. 
Using the date on which the stock option is effectively granted, the 
value of the rights is calculated as the excess of the fair market value 
of the stock over the price that must be paid by the grantee in its 
acquisition. 

While the value of the stock option is set at the date it is granted, 
the option may represent payment for services over an extended period. 
In accounting for the option, the period covered by the compensa¬ 
tion — whether past, present, or future — must be considered and 
charges must be assigned in an appropriate manner. For example, 
if options are granted in recognition of services contributing to the 
revenues of past periods and there has been no recognition given in 
the past to the accrual of compensation, an extraordinary charge to 
profits of prior periods should be recognized or Earned Surplus should 
be debited; if options are related to services performed currently, the 
charge is made to current expense; in those instances where options 
can be considered to result in current and future benefits, the charge 
for options may be recorded as a deferred charge to be assigned to the 
benefiting periods. When options represent payment for services 
that should be capitalized, charges are made to the appropriate tangible 
or intangible asset account. 

Upon exercise of stock options, the sum of the cash received and 
the value previously assigned to such options represents the considera¬ 
tion identified with the issuance of the stock. 

Accounting for stock options to employees is illustrated in the ex¬ 
ample that follows: On January 12, 1953, the board of directors of 
the Miller Co. authorizes the issuance of stock options to certain 
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officers who have been with the company for a ten-year period. The 
options enable officers to subscribe to a total of 10,000 shares of stock 
during the next three years at a price of 15. Stock has a par value of 
$10 and is selling on the market currently at 22 ’ j.. Options are exercised 
in 1954. 

The value of the stock options at the date of the gi-ant is calculated 
as follows: 

Market value of common on .January 12, 10,000 shares at 


22]i . $225,000 

Option price, 10,000 shares at 15 . .. 150,000 

Value of stock options . $ 75,000 


The following entries are made to I'ecord (1) the grant of the op¬ 
tions in recognition of past services and ( 2 ) the exercise of the options 
by officers: 

(1) Compensation Chargeable to Profits of Prior Periods 


(or Earned Surplus) 75,000 

Common Slock Options Outstanding 75,000 

(2) Ca.sh J50,0(,0 

Common Stock Oi)tions Outstanding 75,000 

Common Slock 100,000 

Premium on Common Stock 125,000 


While option j)lans are operative, the comiiany balance sheet 
should reflect full information concerning the number of shares under 
option, the option price, the number of shares exercised, and the num¬ 
ber of shares still exercLsable. 

It should be mentioned that, for income tax i)urposes, when the 
option price is less than the market j)rice, the gi-antee of stock options 
may be taxed for income as of the date' th(' options are exercised; 
income to the grantee is measured by the difference between the fair 
market value of the stock aetjuired and the amount paid for the stock. 

The standards and procedures that have been described with re¬ 
spect to stock options offered in compensation for serxices are equally 
applicable to those instances in which capital stock of a company is 
given to an employee. The value of the stock compensation should be 
established as of the date that the asset is granted to the employee; the 
charge for compensation should be related to the periods covered by 
the compensation. 

STOCK CONVERSION Stock contracts frequently permit stock¬ 
holders to exchange their holdings for stock 
of other classes. In certain instances, the e.xchanges may affect only 
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the capital stock balances on the books of the corporation; in other 
instances the exchanges may affect both capital stock and sui’plus. 

To illustrate the different conditions, assume that the capital of 
the Washington Corporation on December 31, 1953, is as follows: 


Preferred Stock, 10,000 shares, $100 par $1,000,000 

Premium on Preferred Stock . 100,000 

Common Stock, 100,000 shares, $2.") stated \ alue 2,500,000 

Paid-In Surplus From Sale of Common Stock 500,000 

Earned Surplus 1,000,000 

Total Capital $5,100,000 


Preferred shares are coiu’ertible into common shares at any time at 
the option of the shareholder. 

Case 1: Assume that conditions of conversion call for the exchange 
of each share of preferred for 1 shtires of common. On December 31, 
1953,1,000 .shares of prefeired stock are exchanged on the above basis. 
The amount originally paid for the preferred, $110,000 (1.000 .shares 
at $110 as indicated b.v the ])referred .stock ,.nd premium balances) 
now becomes the con.sidei'ation identified wi'k 1,()(>() shares of common 
stock with a total stated value of $100,000. The conv(*rsion is iv(‘orded 
as follows: 

Preferred Stock (1,000 shares) 100,000 

Premium on Pnd’erred Stock 10,000 

Common Stock (1,000 shares) 100,000 

Paid-In Surplus - From Sale of Common Slock 10,000 

Case 2: A.ssume that conditions of conve)-.sion call for the exchange 
of each .share of prefei'red foi' 3 .shai-es of common. The conversion of 
1,()()() shares of preferre-d stock for common stock calls for the transfer 
of the prc'ferred .stock book value to the common .stock; the excess of 
the book value of j)referred holdings over the stated value of the com¬ 
mon stock issued in exchange is recogniz-ed as paid-in surplus relating 
to the latter i.s.sue. The conveivsion is recorded by the following entry: 

Preferred Stock (],0(t0 sliares) 100,000 

Premium on Preferred Stock 10,000 

Common Stock (2,000 shares] 75,000 

Paid-In Surplu.s - From Sale of ('ominon Stock 35,000 

Case 3: Assume that (-(Jiiditions of conversion call for the exchange 
of each share of preferred for 5 shares of common. Here, an increase 
in common stock of $125,000 (5,000 share‘s, stated value per share $25) 
must be recognized although it is accompanied by a decrease in the 
preferred stock paid-in capital of only $110,000; the difference in capi- 
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talization can be accomplished only by a charge to Earned Surplus. 
The conversion, then, is recorded as follows: 


Preferred Stock. 100,000 

Premium on Preferred Stock. 10,000 

Earned Surplus. 15,000 

Common Stock (5,000 shares). 125,000 


The problems relating to the conversion of bonds for capital stock 
were previously described in Chapter 19. When either stocks or bonds 
have conversion rights, unissued securities of the class required to meet 
these rights must be reserved by the corporation in an amount equal 
to the conversion privileges. Detailed reference should be made on the 
balance sheet to security conversion features as well as to the security 
reservations that have been made to meet conversion requirements. 

RECAPITALIZATION Corporate recapitalization occurs when an 

entire issue of stock is changed by action of 
the corporation. Such action ordinarily requires approval by the proper 
state authorities, although some states permit reduction of legal capital 
by action of the board of directors and the stockholders without refer¬ 
ence to state authorities. 

A common t 5 q)e of recapitalization is a change from par to no-par 
stock. If the capital stock balance is to remain the same after the 
change, the original capital stock account is closed and a new account 
summarizing the new issue is opened. Any premium relating to the 
original par-value stock should be transferred to some other paid-in 
surplus account appropriately labeled. , If the capital stock balance is 
to exceed the consideration received on the original sale of the stock, 
a new capital stock account is credited for the value assigned to the 
issue, original paid-in capital balances are closed, and Earned Surplus 
is charged for any difference. If the capital stock balance is to be 
reduced, the original account, as well as any premium account, is 
closed, a new capital stock account is credited for the value assigned 
to the new stock, and an appropriately titled surplus account is credited 
for the difference. The latter balance, frequently termed “Surplus 
from Recapitalization” or “Reduction Surplus,” is part of the corporate 
paid-in surplus, since it has its origin in the investment made by 
owners. 

To illustrate the foregoing, assume the capital of the Signal Corpora¬ 


tion to be as follows: 

Capital Stock, 100,000 shares outstanding, par $10. $1,000,000 

Premium on Stock. 100,000 

Earned Surplus. 250,000 


$1,350,000 
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Entries for each of the three possibilities are given below: 

Case 1: Assume that the original stock is exchanged for no-par 
stock with a stated value of $10: 

Capital Stock (100,000 shares, par $10) 1,000,000 

Premium on Stock 100,000 

Capital Stock (100,000 shares, stated value 
$10) 1,000,000 

Paid-In Surplus — From Sale of Stock 100,000 

Case 2: Assume that the original stock is exchanged for no-par stock 
with a stated value of $12.50: 

Capital Stock (100,000 shares, par $10) 1,000,000 

Premium on Stock 100,000 

Earned Surplus 150,000 

Capital Stock (100,000 shares, stated value 
$12.50) 1,250,000 


Case 3: Assume that the original stock is exchanged for no-par stock 
with a stated value of $5: 

Capital Stock (100,000 shares, par $10) 1,000,000 

Premium on Stock 100,000 

Capital Stock (100,000 shares, stated value $5) 500,000 

Surplus from Recapitalization 600,000 

Recapitalizations that involve revisions in the stated values of 
no-par shares or changes from no-par to a par value call for similar 
procedures. 

Corporate recapitalization that is part of a plan for the elimination 
of a deficit and possibly the devaluation of assets is referred to as a 
corporate readjustment or quasi-reorganization. The procedures involved 
in achieving a fresh start by such corporate readjustments were con¬ 
sidered in Chapter 17. 


STOCK SPLIT-UPS When the market price for a share of stock 

is high and it is felt that a lower price will 
result in a better market and a wider distribution of holdings, the 
corporation may authorize that the number of shares outstanding be 
exchanged for a greater number of shares. For example, 100,000 shares 
of stock, par value per share $100, are called in and exchanged for 
500,000 shares of stock, par value $20. Each shareholder here receives 
5 new shares for each share owned. The increase in shares outstanding 
in this manner is known as a split-up. The reverse procedure, the ex¬ 
change of the capital stock outstanding for a reduced number of shares, 
may be desirable when the price of stock is low and it is felt that there 
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will be certain advantages in having a higher price for shares as well as 
a smaller number of shares outstanding. The reduction of shares 
outstanding by combining shares is referred to as a split-down or 
reverse-split. 

After a split-up or a split-down, the capital stock balance remains 
the same; however, the change in the number of shares of stock out¬ 
standing is accompanied by a change in the par or stated value of 
the stock. The change in the number of shares outstanding, as well as 
the change in the par or stated value, may be recorded by means of a 
memorandum entry. However, it would noi'mally be desii-able to make 
an entry transferring the capital stock balance to a new account that 
reports the full details concerning the nature and the amount of the 
new issue. In any event, entries will be requiied in the subsidiary 
stockholders ledger to report the exchange of stock and the change in 
the number of shares held by each stockholder. 


QUESTIONS 

1. The controller for the Scott do. contends that the red('mption of pre¬ 
ferred slock at less than its issiiance price should be reported as an in¬ 
crease in earned suri)lus, since ii'demption at more than issuance price 
calls fora charge to earned surplus. How would you answer this argument? 

2. What is the purpose of legislation lirpiling the n'ticquisition of a com- 
I»any’s own stock to its surplus bjd.ince? 

3. The laws of a certain stat e provide' that a company “may purchase .. . 
shares issued by it . . . out of earned surplus.” What criticism can you 
offer of this exjeression from an accounting jeoint of view? What changes 
in the statement would you suggest? 

4. Distinguish between treasury stock and unissued stock. 

5. The Waters Co. rei)orts trea.sury stock as a current asset, explaining 
that it plans to sell the stock soon to acquire working caiutal. Do you 
approve of this reporting under the circumstances? 

6. In auditing the accounts of the Wooster Co. you find an entry for the 
payment of dividends on the total shares issued, including treasury stock 
reacquired, and a second entry recognizing the receipt of dividends on the 
treasury stock. Would you accept this practice? Give reasons. 

7. (a) Describe two views that may be taken with respt'ct to accounting 
for the reacquisition of treasury stock, (b) What are the entries in each 
case assuming (1) that .stock is reacquired at more than the original issuing 
price, and (2) that stock is reacquired at less than the issuing {)rice? 

8. Earnings of the Saunders Co. equal to the amount paid on the re¬ 
acquisition of treasury stock cannot be used as a basis for dividends until 
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treasury stock is disposed of or formally retired. What two procedures 
may be followed by the company in giving effect to this requirement for 
reporting purposes? 

9. Explain the "'treasury stock subterfuge.'’ What is the effect of this 
practice on the balance sheet? 

10. (a) Describe two methods that may be employed in recording the 
acquisition of treasury stock through donation by stockholders, (b) Which 
method do you consider preferable? Why? 

11. The Miller Corporation, with authorized capital stock of 50,000 
shares, $100 par value, issues 40,000 shares at par. Later a stockholder 
donates 5,000 shares to the corporation. A balance sheet issued by the 
corporation soon after this shows: 


Capital stock . $5,000,000 

Less: Treasury stock. 1,500,000 

Stock outstanding . $3,500,000 

Earned surplus . 500,000 

Net worth. $4,000,000 


Is this a satisfactory statement? Explain. 

12. (a) Define a stock option, (b) What are the circumstances that may 
suggest the issue of stock options? 

13. (a) What entries should be made on the books when stock rights are 
is.sued to stockholders? (b) What entries should be made when stock is 
issued on rights? (c) What information, if any, should appear on the bal¬ 
ance sheet relative to outstanding rights? 

14. What special accounting problem arises upon the .sale of .securities 
accompanied by rights to subscribe to other issues? 

15. (a) What date should be u.sed for purposes of establishing the value 
of a stock option and recording it on the books of the issuing corporation? 
Give reasons for your conclusion, (b) What entries are made upon (1) the 
issue of such an option and (2) the exercise of such an option? 

16. How would you recommend that .stock options outstanding be reported 
on the corporation balance .sheet? 

17. (a) Define a stock split, (b) What are the reasons for effecting a stock 
split? 

18. The board of directors of the Parks Co. agrees to the issuance of 1,000 
shares of common stock to five retiring officers who have been with the 
company for a ten-year period. How would you recommend that this 
action be recorded in the accounts? 
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EXERCISES 

1 . The Westmore Co. has 10,000 shares of preferred stock and 50,000 
shares of common stock, each having been issued at par of $100. On June 
1, 1953, the company purchased 1,500 shares of preferred stock at 1013^ 
and formally retired them; on September 15,1953, the company purchased 
1,000 additional shares at 97 and retired them. Give the entries to record 
the acquisition and the retirement of the preferred shares. 

2. James, Inc. issued $500,000 of 5% preferred stock, par $100, on Jan¬ 
uary 1, 1952, at 102 with a sinking fund provision requiring that there 
shall be redeemed each year an amount of stock equal to 20% of the profits 
of the preceding year. During 1952 James, Inc. made a profit of $160,000, 
and on January 2, 1953, created the fund referred to above. On February 
3, 1953, it purchased and retired 300 shares of the preferred stock at 104. 
Give entries for (a) issuance of stock, (b) establishment of the fund, and 
(c) purchase and retirement of the stock. 

3. The capital accounts for the Platt Manufacturing Co. show the fol¬ 
lowing balances on June 1, 1953: 


Capital Stock, 100,000 shares, par $10 . $1,000,000 

Paid-In Surplus — From Sale of Stock at 12 . 200,000 

Earned Surplus. 500,000 


$1,700,000 

On this date the company reacquires 5,000 shares of stock at 11; and 
in December of the same year it resells this stock at 14^ j- (a) What 
entries are made for 1 he stock acquisition and the resale if the purchase 
is viewed as a capital retirement with treasury stock being reported at 
par? (b) What entries are made for the stock acquisition and the resale if 
the purchase is viewed as giving rise to a capital element awaiting ultimate 
disposition and treasury stock is reported at cost? 

4. What are the entries for (a) and (b) in Exercise 3 for the purchase and 
the resale of the stock at the amounts indicated, assuming the original cor¬ 


porate capital was stated as follows: 

Capital Stock, 100,000 shares, no par, sold at 12. $1,200,000 

Earned Surplus . 500,000 


$1,700,000 

5. Assume in Exercise 3 that laws of the state of incorporation for the 
Platt Manufacturing Co. restrict dividends to the balance of earned surplus 
less the cost of any treasury stock during the period of such holdings; 
this restriction on earned surplus is removed upon the resale of treasury 
stock. If the restriction is to be reported in the accounts, what entries 
would be made on the date of stock reacquisition and on the date of its 
resale? 
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6. The Healey Corporation shows the following capital balances: Capital 
Stock Issued, $200,000; Premium on Capital Stock Issued, $10,000; and 
Earned Surplus, $50,000. It purchases 3,000 shares of its $10 par-value 
stock at 10^, recording the acquisition at cost. Earned surplus equal to 
the purchase price is appropriated so that it will not be used as a basis 
for dividends during the period of treasury stock ownership in conformance 
with state laws. Subsequently 2,000 shares of treasury stock are sold at 
12 and an adjustment is made in the surplus appropriation, (a) What 
entries are required to record the above transactions? (b) Prepare the 
capital section of the balance sheet (1) after acquisition of the treasury 
stock and (2) after resale of the treasury stock. 

7. Stock outstanding of the Webb Co. is no-par with a stated value of 
$20. On December 1, a principal stockholder donates 1,000 shares of stock 
to the corporation. The stock is subsequently sold at 24. Record the 
acquisition and the resale of the treasury stock according to two different 
methods that might be used. (Assume that corporation assets are properly 
valued.) 

8. The Werner Co. issued 100,000 shares of common stock, par $10, to 
three partners in exchange for certain undeveloped properties. The 
properties were recorded at $1,000,000. Immediately thereafter, the 
I)artners donated to the corporation 25% of the shares acquired to enable 
the company to raise working capital through the sale of these shares. 
The stock was resold at $7. What entries would you make in recording 
the stock donation and its resale? 

9. The Crowell Corp. issues $1,000,000 of 5% bonds at 102. With each 
subscription for a $1,000 bond it gives transiferable warrants permitting 
the owner to subscribe to 5 shares of common stock at par value, $50, for 
a one-year period, (a) What entry should be made by the company for 
the sale of the bonds assuming that: (1) stock is selling at $45 per share 
on the date of the bond issue; and (2) stock is selling at $60 per share on 
the date of the bond issue, (b) What entries would be made in (1) and 
(2) above, assuming that all of the rights are ultimately exercised? (c) 
What entries would be made in (1) and (2) above, assuming that only 
80% of the rights are ultimately exercised? 

10. The capital for the Baxter Co. on December 31 is as follows: 


Preferred Stock, 10,000 shares issued and outstanding, 

par $50. $ 500,000 

Premium on Preferred Stock — From issue at 55 . 50,000 

Common Stock, 100,000 shares issued and outstanding, 

par $10. ■ . . .. 1,000,000 

Premium on Common Stock — 1 rom issue in excess of 

par. 126,000 

Retained Earnings. 1,600,000 


$3,276,000 
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.Preferred stock is convertible into common stock. Give the entry 
that is made on the corporation books assuming that 1,000 shares of pre¬ 
ferred are converted under each assumption listed: 

(a) Preferred shares are convertible into common on a share-for-share 
basis. 

(b) Each preferred share is convertible into lYi shares of common. 

(c) Each preferred share is convertible into 4 shares of common. 

11. The Burgess Corporation, in order to remove an operating deficit 
of $35,000, issues 10 shares of no-par-value common stock with a stated 
value of $5 a share in exchange for each original share of $100 par-value 
common stock. What entries should be made to record the exchange and 
the retirement of 1,000 shares of the old stock and to eliminate the deficit? 

12. The Matson Co. has 10,000 shares of common stock outstanding, each 
share having a par value of $10. Proceeds from the sale of the stock were 
$120,000 and this is reflected in the paid-in capital balances. What entry 
would be made on the company books for each assumption listed below: 

(a) A stock split is effected, each shareholder receiving 4 shares of new 
stock, par $2.50, for each share owned. 

(b) A recapitalization is effected, each stockholder receiving 2 shares of 
new no-par stock with a stated value of $5 for each share owned. 

(c) A recapitalization is effected, each shareholder receiving 1 share of 
new $5 par stock for each share owned. 

(d) A recapitalization is effected, each shareholder receiving 3 shares of 
new $5 par stock for each share owned. 


PROBLEMS 

21-1. The capital stock account for the Meter Sales Co. at the beginning 
of 1953 shows the following issues of capital stock: 


20,000 shares at $12.00 . $240,000 

6,000 shares at $12.50. 75,000 

4,000 shares at $13.50. 54,000 


$369,000 

During 1953 the company reacquires 1,500 shares at $11.50, and these 
shares are resold at the beginning of 1954 at $14 per share. 

Instructions: (1) Give the entries to record the acquisition and the resale 
of treasury stock for each assumption listed below if the treasury stock pur¬ 
chase is viewed as capital retirement and the treasury stock account is charged 
at par, stated value, or average, whichever is appropriate. 
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(a) Assume that the stock has a $10 par. 

(b) Assume that the stock is no-par with a stated value of $12. 

(c) Assume that the stock is no-par and without a stated value. 

(2) Give the entries to record the acquisition and the resale of treasury 
stock for each assumption listed in (1) above if the treasury stock purchase 
is viewed as a capital element awaiting ultimate disposition and the treasury 
stoplra^count is charged for the amount paid. 

^he Meadows Corporation is organized October 1, 1951. It is 
aVthc(rized to issue the following stock; 

10,000 shares of 6^^ cumulative, iionparticijiating preferred, $100 par. 

200,000 shares of common, $10 par. 

On October 1, 8,000 shares of the prefern'd stock are subscribed for 
at 108. On October 4, 170,000 shares of common slock are subscribed for 
at 1234- Subscriptions on both common and preferred stock are payable 
25% upon subscription, the balance in thr(‘e eciual installments due 
December 1, 1951, and February 1 and April 1, 1952. D( faults on the 
installment due D(‘cemb(‘r 1 are as follows: prefern'd, iOO shares; com¬ 
mon, 800 shares. Subscriptions are received for defaulted stock as follows: 
preferred at 104; common at 10. Subs(Ti})tions on stock that is resold are 
])ayable SO^J; upon subscription, the balance in two equal installments 
due February 1 and April 1, 1952. Amounts \ nid in minus losses on the 
stock resales arc returned to defaulting subscribers. Fhe net loss from 
operations by the corjioration for the o-month period ended December 
31, 1951, is $65,000. 

In February, 1952, the remaining common stock is sold for cash at 
11*:^. Cash is received in payment of remaining installmcmts from all 
subscribers with the exce})tion of one subscriber who is unable^ to pay his 
final 25^V installment on the preferred. He issues to the cor])oration a 
note payable in January, 1953, tor $13,500, the fourth installment owed. 
Stock is to be issued upon payment of the note. Stock is issued in April 
to all fully paid subscribers. The net loss from operations by the cor¬ 
poration for the year ended December 31, 1952, is $95,000. . ^ 

On January 5,1953, cash is received in })aym(nt of the note for $13,500, 
and stock is issued. In January, the stockholders agree to the following: 
each share of common stoc*k is to be exchanged for 2 shares of no-par 
common with a stated value jier share of $4. The surplus created by the 
recapitalization is to be used in part to cancel the deficit arising from 
operations of past periods. The exchange is completed in February. The 
net income after taxes for the year ended December 31, 1953, is $175,000. 
On December 31 dividends are declarc'd on iireferred stock for the past 
2^4 years, and a dividend of 10 cents a share is declared on the common 
stock. 

Instructions: (1) Prepare journal entries for the transactions given above 
for the Meadows Corporation. (For annual profit or loss, simply give the entry 
to close the profit and loss account to the appropriate capital account.) 

(2) Construct the capital sections for the corporation balance sheets as 
of (a) December 31, 1951, (b) December 31, 1952, and (c) December 31, 1953. 
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21-3. The balance sheet for the Bench Corporation on December 31, 
1952, is as follows: 


Assets . $360,500 Liabilities. $100,000 

Capital; 

$1.50 Converti¬ 
ble preferred 
stock ($25 

par). $ 60,000 

Common stock 

($10parj.... 100,000 

Premium from 
original sale of 
common at 123^ 25,000 
Earned surplus 80,000 

$265,000 

Less; Treasury 
stock, com¬ 
mon, 500 

shares at cost 4,500 260,500 

Total liabilities 

Total assets.$360,500 and capital . $360,500 


During 1953 the following transactions were completed in the order 
given: 

(a) 1,000 shares of common stock were reacquired by purchase at 9^^, 
(Treasury stock is recorded at cost.) 

(b) 200 shares of common stock were reacquired in payment of an account 
receivable of $2,000. 

(c) Semiannual cash dividends of 50 cents on common stock and 75 cents 
on preferred stock were declared and paid. 

(d) Each share of preferred stock is convertible into 3 shares of common 
stock; 400 shares of preferred stock were turned in for common stock; 
accrued dividends totaling $120 were paid to preferred stockholders 
exchanging their holdings. 

(e) All of the common treasury stock on hand was sold at 113^2* 

(f) 2,500 shares of common stock were issued in exchange for unimproved 
property appraised at $30,000. 

(g) Semiannual cash dividends of 50 cents on common stock and 75 cents 
on preferred stock were declared and paid. 

Instructions: (1) Give journal entries to record the transactions listed 
above. 

(2) Prepare a balance sheet as of December 31, 1953, assuming that, in 
addition to the transactions listed, normal operations for the year resulted 
in a profit of $16,000, and total liabilities at the end of the year remain un¬ 
changed at $100,000. 
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21 -4. Renshaw, Inc. was organized on January 2,1951, and was authorized 
to issue 60,000 shares of no-par stock. Stock was sold during 1951 as 
follows, a stated value of $10 being assigned by the board of directors to 
each share: 


January 14. 25,000 shares at 30 

February 19. 20,000 shares at 35 

April 14. 5,000 shares at 40 


The corporation paid regular quarterly dividends of 50 cents a share, 
the first quarterly dividend payable to stockholders of record March 15 
and the remaining dividends at 3-month intervals thereafter during 1951. 
Dividends are paid on record date. Earnings for the year were $340,000. 

In 1952 the market price of its stock declined and the company re¬ 
acquired its own stock as follows (treasury stock is recorded at cost): 


April 12 . 2,000 shares at 32)^ 

May 10 . 1,000 shares at 28 

June 20. 4,000 shares at 24 


The laws of the state provide that earned surplus must be reduced by 
an amount equal to the purchase price of treasury stock. The appropria¬ 
tion of earned surplus is canceled when treasury si ock is resold and original 
invested capital restored. 

In 1952 the company paid the first and .second regular quarterly 
dividends of 50 cents to stockholders of record March 15 and June 15. 
For the year the company incurred an operating loss of $3,000. 

In 1953 business conditions improved and the company, in order to 
obtain funds for expansion purposes, resold the 4,000 shares of treasury 
stock acquired June 20, 1952, as follows: 

February 5. 3,000 shares at 32 

June 1 . 1,000 shares at 36 

During 1953 the corporation paid regular dividends of 40 cents a share 
to stockholders of record March 15 and at quarterly intervals thereafter. 
4 50-cent extra dividend was paid on December 15. The net income for 
che year was $180,000. 

Indruciions: (1) Prepare journal entries to record the above transactions. 
(For annual profit or loss figures, simply give the entry to close the profit and 
loss account to the appropriate capital account.) 

(2) Construct the capital section of the balance sheet for the corporation 
as of December 31, 1951, December 31, 1952, and December 31, 1953. 

21-5. The Worthington Plastic Co. showed a capital balance on Decem¬ 
ber 31, 1951, as follows: 

Capital stock, $25 par; 250,000 shares authorized; 100,000 
shares issued and outstanding; options to purchase 
10,000 shares at $30 per share are held by officers .... $2,500,000 


Premium on stock. 500,000 

Earned surplus. 1,850,000 


$4,850,000 
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On May 31, 1952, the company issued bonds of $1,000,000 at par, 
giving with each $1,000 bond a warrant enabling the holder to obtain 5 
shares of stock at $50 for a one-year period. Shares were being sold for 
471^ at this time. 

By December 31, 1952, 4,000 shares of stock were issued to officers 
in connection with option agreements and 2,000 shares were issued in 
connection with rights issued on the sale of bonds. Earnings of the com¬ 
pany for 1952 transferred to earned surplus were $280,000. 

On January 5, 1953, the corporation issued rights to shareholders 
(1 right to each share) permitting holders to acquire for a 60-day period 
1 share at $52 with every 8 rights submitted. Shares were being sold for 
$57 at this time. All but 4,000 rights were exercised and the stock was 
issued. 

By December 31, 1953, 1,500 shares of stock were issued to officers 
in connection with option agi*eements and 2,500 shares were issued in 
connectic n with rights issued on the sale of bonds. Earnings of the com¬ 
pany for 1953 transferred to earned surplus were $305,000. A special 
dividend of $2.50 per share was declan^d on December 31. 

Inf^frvclions: (1) Give entries to record all of the foregoing transactions 
affecting corporate capital. 

(2) Prepare the capital section as it would appear on the company balance 
sheet on (a) December 31, 1952, and (b) December 31, 1953. , 


21 - 6 . The trial balance of Walker & Co., Inc., before the closing of its 
second year on June 30, 1953, is given on tlie following page. Additional 
data are given on this and the following l)ages. 

Additional data: 

(1) The $500,000 of capital stock had been issued at a 10^7 premium to 
the vendors of the property on June 30, 1951, the date on which the 
company was organized. Stock in the amount of $60,000 par was 
donated by the vendors and was recor^led by a debit of that amount 
to Treasury Slock and a credit to Stock Donation. It was donated 
because land and buildings had not been valued accurately when 
entered on the books and the proceeds were to be considered as an 
allowance on the purchase price of land and buildings in proportion 
to their values as first recorded. The stock was sold in the latter part 
of 1951 for $25,000, which amount was credited to Treasury Stock. 

(2) On June 30, 1953, a machine that cost $6,000 when the business was 
started was removed and replaced by a similar machine costing 
$10,000, which amount was charged to Operating Expenses, Repairs, 
etc. The replaced machine had been depreciated at 73^^% during the 
first year. The only entry made was one crediting Machinery and 
Equipment with its sales price of $1,500. 

(3) Depreciation of buildings is to be provided at 2% annually and of 
machinery and equipment at 734%* 
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WALKER & CO., INC. 
Trial Balance 
June 30, 1953 


Dr. Cr. 

Cash. $ 52,475 

Accounts receivable. 320,000 

Allowance for bad debts. $ 650 

Materials and goods in process June 30, 

1952. 65,000 

Finished goods — June 30, 1952. 158,000 

Insurance UTiexpired -June 30, 1952. 3,000 

Land. 200,000 

Buildings. 300,000 

Allowance) for depreciation of buildings. 6,000 

Machinery and equipment. 148,500 

Allowance for depreciation of machinery and 

eejuipment. 11,250 

Sinking fund trustee. 25,000 

Discount on bonds. 25,0<^H) 

JVeasury stock. 35,000 

Accounts payable. 40,000 

Bond interest accrued. 3,125 

Taxes accrued. 9,000 

First mortgage 5''’/ sinking fund bonds .... 226,250 

(^apital stock. 500,000 

I^rerniurn on capital stock . .... 50,000 

Stock donation. 60,000 

Reserve for replacements . 15,000 

Reserve for bond sinking fund . 25,000 

Sur})lus - June 30, 1952. 60,000 

Sal(‘S, less returns and allowances. 915,000 

Purchases of materials. 305,000 

Labor. 132,800 

Operatijig expenses, repairs, etc. 121,500 

(General expenses. 17,500 

Bond interest. _ 12,500 _ 

$1,921,275 $1,921,275 

(4) The inventories at June 30, 1953, were as follows: 

Materials. $ 52,000 

Goods in process, cost . 105,000 

Finished goods, cost. 137,000 

(5) The company decided to maintain an allowance for bad debts equal 
to 1 V( of the accounts receivable outstanding on June 30. Accordingly, 
$3,000 had been set aside at June 30, 1952, against which the bad 
debts of the year ended June 30, 1953, had been written off. 

(6) Three years’ insurance is carried on buildings, machinery, and equip¬ 
ment, and a premium of $4,500 had been paid on July 1, 1951. 
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(7) The first mortgage 5% sinking fund bonds mature in 10 years from 
July 1, 1951, with interest payable on April 1 and October 1. They 
were sold on July 1, 1951, at 90, and the discount is to be written off 
over the life of the bonds on the straight-line basis. 

(8) A sinking fund and a sinking fund reserve are built up on the straight- 
line basis with a provision that installments after the first year shall be 
decreased by the amount of the annual 5% interest accretion to the 
fund, which interest is to be added both to the fund and to the reserve. 

(9) It is learned from the records that the proper installment to the sink¬ 
ing fund was paid by the company on June 30, 1953, but that the 
amount was charged in error to the first mortgage 5% bond account. 

(10) The sinking fund trustee reports that he added $1,250 interest to 
the fund on June 30, 1953. This had not been recorded by the com¬ 
pany. 

(11) During the year ended June 30, 1953, taxes were charged at $3,000 
monthly to Operating Expenses, Repairs, etc., and Taxes Accrued 
was credited. The taxes paid during the year amounted to $27,000. 
The taxes are assessed each time for the year ended March 31. 

(12) A dividend of 10% on the outstanding stock was declared June 25, 
payable July 15, 1953. 

Instructiona: (1) Prepare a columnar work sheet showing in separate 
columns the adjustments applied to the trial balance and the resulting ad¬ 
justed balances, the latter segregated into balance sheet and profit and loss 
columns. 

(2) Prepare a balance sheet and an income statement for the year ended 
June 30, 1953. (A.I.A. adapted) 

21-7. On December 31, 1953, the generaUedger balances of the Amberley 
Company are as follows: 


Dr, Cr. 


Cash. 

$ 500 

Accounts payable. . . 

$ 11,000 

National City Bank. 

10,000 

Notes payable. 

20,000 

Accounts receivable. 

15,500 

Mortgage payable.. . 

25,000 

Supplies . 

30,000 

Preferred stock. 

25,000 

Land. 

20,000 

Common stock. 

50,000 

Buildings - cost.. . . 

40'000 

Surplus. 

25',000 

Equipment — cost. . 

60,000 

Buildings — allow- 


Goodwill. 

10,000 

ance for deprecia¬ 




tion . 

5,000 



Equipment — allow¬ 




ance for deprecia¬ 




tion . 

25,000 


$186,000 


$186,000 


The common stock of the company (1,000 shares, stated and paid-in 
value per share $50) is owned by C. M. Dale and A. V. Dale (500 shares 
each). The preferred stock (250 shares, par $100) is owned as follows; 
S. S. Dale, 100 shares; W. A. Jones, 100 shares; C. C. Fletcher, 25 shares; 
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B. L. Sweet, 25 shares. This stock is a $6 cumulative issue, and dividends 
have been declared and paid in full. The mortgage carries a rate of 5% 
and is held by S. S. Dale. Interest has been paid in full to date. The 
company notes represent a seasonal borrowing at National City Bank, 
made December 31, 1952. 

Influenced particularly by the high level of corporate taxes, the direc¬ 
tors of the company have for some time been giving consideration to the 
possibility of dissolving the corporation and continuing in business as a 
partnership. As of January 1, 1954, this plan is carried into effect, and a 
partnership is formed under the same name as that of the present com¬ 
pany by C. M. Dale, A. V. Dale, and S. S. Dale, equal partners. 

The reorganization will proceed as follows: 

(1) Bad debts are written off in the amount of $4,000, and in addition 
$1,000 is provided as an allowance against doubtful accounts. 

(2) The land is taken over at the estimated fair market value of $22,000. 

(3) The corporation borrows $4,000 in cash from each member of the 
firm for 30 days, giving the company's note in each case at 6%. 

(4) The corporation redeems the preferred stockholdings of Jones, 
Fletcher, and Sweet at the call price of $110 per share. 

(5) C. M. Dale and A. V. Dale assigned their stockholdings to the firm; 
S. S. Dale transfers his holding of preferr stock and the mortgage 
on corporate real estate to the firm. The firm places a value of $11,000 
on the preferred shares and $72,000 on the common shares. 

(6) The firm buys all the assets and business of the corporation at the 
adjusted book values. 

(7) The firm pays by assuming all corporate obligations as shown by the 
company's books and by delivering the outstanding stock certificates, 
the mortgage, and the partners' notes. 

(8) The partners' notes are canceled, their amounts being treated as 
contributed firm capital. 

(9) The corporation is dissolved. 

Instructions: Prepare a comprehensive work sheet showing in columnar 
form the partnership’s assets and liabilities after all transactions have been 
completed. Assume that all transactions are carried through as of January 
1, 1954. (A.I.A. adapted) 

21-8. The Colt Company submits the following balance sheet, dated 
June 30, 1953: 

Assets 


Current assets. $2,000,000 

Fixed assets, less reserves. 2,500,000 

Intangible assets. 3,000,000 

Organization expenses. 500,000 

Deferred charges. 100,000 


$8,100,000 
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Liabilities 

Current liabilities. $ 500,000 

Preferred stock — 8% cumulative — 400,000 shares of 

$10 each. 4,000,000 

Common stock — 300,000 shares of $10 each. 3,000,000 

Earned surplus. 600,000 


$8,100,000 

The common stock was issued for the intangible assets acquired at 
organization. 

The company had been in existence for a period of five years but 
had paid no preferred dividends, so that on June 30, 1953, an amount of 
$1,600,000 was in arrears. In order to liquidate this obligation and properly 
restate the accounts, the board of directors had previously submitted a 
plan of recapitalization, to take effect on June 30,1953, which was accepted 
by all the shareholders, as follows: 

(1) The company is to amend its articles of incorporation and change its 

capital structure so that the recapitalization may take effect as of June 

30, 1953, as follows: 

(a) The authorized capital will be $5,100,000, consisting of 480,000 shares 
of preferred of $10 each and 300,000 shares of common of $1 each. 
The preferred shares may be made either cumulative nonparticipating 
or noncumulative participating. 

(b) The 8^/r preferred shareholders are to relimiuish all claims for divi¬ 
dends, for which they are to rec(4ve 50^ < of the amount of their claims 
in new preferred stock at par value. 

(c) The 8S preferred shareholders have up to December 31, 1955, the 
option to exchange their shares and reduced dividend claims par-for- 
par either for D, cumulati\e nonparticipating preferred with divi¬ 
dends cumulative from June 30, 1953, on, or for 4%' noncumulativ(' 
participating preferred shares. The noncumulative shares will partic¬ 
ipate equally with the common shares in the earnings after Jun(‘ 
30, 1953, that are in excess of the preferred dividend requirements, 
up to 30 of this excess. 

(d) The par /alue of the common shares will be reduced from $10 to $1 
a share. 

(2) The company is to declare a dividend of 20 cents, payable on July 15, 

1953, on the 40^ cumulative nonparticipating i)ref(*rred shares. 

On July 1, 1953, holders of 90^'^, of the 8^ c preferred shares elected to 
take the cumulative non participating shares and holders of the re¬ 
maining 10% to postpone their choice. 

lnsirnctio7ii>: (1) I’repare'a balance sheet as of June 30, 1953, after giving 
effect to the recapitalization plan. 

(2) Prepare the entries that are to be made on December 31, 1955, in 
the event that holders of 30,000 shares of 8% preferred elect, between June 
30, 1953, and December 31, 1955, to exchange them for 4% cumulative pre¬ 
ferred and the holders of the remaining 10,000 shares to take 4% noncumula¬ 
tive shares. Assume that no preferred dividends have been paid or declared 
since July 15, 1953. (A.l.A. adapted) 






Ch. 211 CAPITAL STOCK —CHANGES SUBSEQUENT TO FORMATION 


653 


21-9. You have been called in by a member of the board of directors of 
the Fox Corporation for advice in connection with a proposed plan of 
reorganization. He provides you with the information that follows: 

The Fox Corporation is a manufacturer of machine tools. Its business 
has shown wide fluctuations and there have been corresponding varia¬ 
tions in profits. For a number of years prior to 1951 there had not been 
any significant average t^arnings; however, for the year 1951 there was a 
net profit of $942,100. As of December 31, 1951, the following statement 
was prepared: 

$3 Cumulative preferred stock, $50 par value — outstand¬ 
ing 96,200 shares (dividends in arrears since September 


30, 1935). $4,810,000 

Common stock, no-par outstanding 120,000 shares at 

assigned value of . 3,365,473 

Earned deficit 1/1/51. ($1,174,280) 

Profit for 1951 . 942,100 (232,180) 

Total. $7,943,293 


Parenthesis ( ) denotes red figure. 

A plan of cajiital adjustment had been worked out during 1951, which 
was ratified by the stockholders and made efieciive as of January 1, 1952. 
This plan providcni that the $3 jireferred was to be reduced from $50 par 
value to $40 ])ur value; that it continue to be preferred for $3 per share 
dividends on a cumulative basis and that it be preferred in liquidation at 
$50 per share and i-(*d(‘emable at the option of the company at $55 per 
share. In settlement of dividends in arrears, the company paid $360,750 
cash and issued 216,450 shanks of stock having a par value of $10 x)cr 
share. The ‘"R” shanks are nonvoting and are not entitled to dividends. 
They are redeemable at $20 per share and entitled to $20 jier share after 
preferi*ed but prior to common in licjuidation. The agreement under which 
they are issued provid(*s that a cash redemption fund shall be set up equal 
to 50^ ( of the yearly net profits in excess of dividend requirements on pre- 
ferr(‘d sto(*k. The fund is to be used to purchase and retire “B'' stock. 
Tenders are to be obtained from stockholders, the lowest, being accepted. 
If no tenders are received within three months after January 1 of each 
year, the shares to be retired are to be determined by lot. The provisions 
of issue also state that as long as any stock is outstanding, no divi¬ 
dends may be paid on common stock. The assigned value of common was 
also reduced to $600,000. 

The surplus created by this restatement of stock was treated in ac¬ 
cordance with accepted accounting practice. All stockholders accepted the 
exchange offer. 

The operations for the year 1952 resulted in a net profit, after taxes, 
of $1,631,316. Dividends for the full year were paid on the preferred stock. 

It now appears that operations are going to be profitable for an in¬ 
definite period and the board of directors desires to work out a plan where¬ 
by common stock can be put on a dividend basis. Preferred is currently 
selling for $52 per share and stock for $9.50 per share. 
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Based on these values, a plan is under consideration by the board of 
directors, which it is hoped will enable them to place common on a dividend 
basis if good earnings continue. This plan calls for authorizing a 5% 
debenture issue, which will be offered to the preferred stockholders in ex¬ 
change for their stock at the rate of $100 of debentures and 2 shares of 
common for each 2 shares of preferred. It is anticipated that the common 
will be put on a $1 annual dividend basis after the capital adjustments 
proposed. Holders of “B” stock are to be offered 1 share of new 6% 
preferred, which is to be issued having $100 par value, and 5 shares of 
common for each 10 shares of “B” stock, all before use of the retirement 
fund. 

Instructions: (1) Prepare a summary of the capital and the surplus of 
the company as of December 31, 1952. 

(2) Prepare a statement showing the condition that would exist on Janu¬ 
ary 1, 1953, if the reorganization plan were made effective as of that date. 

(3) Prepare a statement showing the amount of earnings per share of 
common stock in 1952 if the proposed plan could have been in effect as of 
January 1, 1952. (Assume that the corporate income tax rate for 1952 is 40%.) 
(A.I.A. adapted) 



Chapter 122 


Surplus 

Paid-In, Revaluation, and Earned 


NATURE OF The difference between assets and liabilities 

SURPLUS jg proprietorship or capital, the owners’ equity 

in assets. In a sole proprietorship, the owner’s entire interest in assets 
resulting from investments, withdrawals, and past profit and loss 
activities may be reflected in a single capital account. In a partnership, 
capital balances for the individual partners may reflect partners' full 
equities resulting from investments, withdrawals, and shares in past 
profit and loss. It has already been indicated that, because of the 
nature of the corporation form, a portion of corporate capital is desig¬ 
nated as legal capital and is reported in the accounts as capital stock. 
The amount by which the total corporate capital exceeds legal capital 
or the capital stock element is known as surplus. 

In its most elemental form the surplus iteni i.s the meeting place of 
the balance sheet accounts and the income sUitement accounts. The 
balances of the profit and loss accounts period after period are carried 
to surplus. Distributions of profits in the form of dividends reduce 
surplus. As a result, the surplus balance represents the net accumulated 
reinvested earnings of the corporation. If the nature of surplus were 
as simple as thus indicated, there would be little confu.sion in its inter¬ 
pretation as well as in its use. But a number of factors tend to compli¬ 
cate the nature of surplus, and these must be recognized in the analysis 
and the use or disposition of this item. Among these factors are: the 
legal nature of paid-in capital, a portion of which may be defined as 
surplus; transactions between the corporation and its stockholders 
that affect surplus; revaluation of assets that create unrealized surplus; 
recapitalizations that result in transfers between capital stock and 
surplus; the legal requirements affecting surplus in the protection of 
owner and creditor groups; and the legal and contractual limitations 
upon the use of surplus for dividends. Today, surplus is one of the most 
difficult items on the balance sheet to define. Because of this difliculty, 
it is misunderstood and often misleads those who attempt to interpret 
balance sheets. Surplus deserves careful and searching consideration. 


CLASSIFICATION While a basic distinction must be made 

OF SURPLUS between capital stock and surplus in reporting 

corporate capital, the fact that surplus may emerge from sources other 
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than earnings suggests that this item be reported in terms of its special 
sources if one is fully to appreciate the character and the origin of the 
stockholders’ interest. Surplus originates from three primary sources 
as follows: 

(1) Contributions by owners not classified as legal capital. Within 
this class are included such items as original capital contributed for 
shares in excess of their par or stated value, capital arising from 
treasury stock transactions, capital arising from donations by stock¬ 
holders, and capital transfers made upon the reduction of capital stock 
par or stated values. Capital emerging from owners’ contributions but 
not forming a part of the stated or legal capital is refen-ed to as paid-in 
surplus. The increase in corporate capital as a result of contributions 
of properties by outsiders is also normally included within the paid-in 
surplus grouping, although it would be possible to recognize a separate 
donated surplus category for capital increases of this character. 

(2) Recognition in the accounts of appraisal values. The recognition 
in the accounts of appraisal values, that is, changes in property values 
that do not emerge from a transaction and hence are unrealized, gives 
rise to revaluation or appraisal surplus. 

(3) Transactions involving the sale of goods and services and resulting 
in profit and loss. Accumulated earnings arising from transactions of 
the business unit with outsiders give rise to earned surplus oi- retained 
earnings. When a poition of earned surplus is unavailable for divi¬ 
dends, it may be referred to as appropriated; any balance, then, is 
regarded as unappropriated or free. While earned surplus may be 
appropriated, it nevertheless remains as a part of the company’s 
accumulated earnings. 

One frequently finds reference to the term capital surplus. This 
term is normally used to refer to all surplus other than that resulting 
from earnings: however, in certain instances it is used in a restricted 
sense to report only paid-in surplus balances. The capital surplus 
designation should be discouraged in view of the varying meanings 
that are attached to this term and the fact that existence* of paid-in 
and appraisal surplus elements would normally wanunt separate dis¬ 
closure rather than combined reporting under a catchall heading. 

Separate accounts should be maintained in the ledger for each 
separate source of surplus within each of the classifications listed. 
Hence, separate accounts ai'e provided for a premium on preferred 
stock and a premium on common stock; for a surplus appropriation 
relating to a bond sinking fund and for a sm’plus appropriation re¬ 
quired upon the acquisition of treasury stock; and for the appraisal 
increase relating to land and for that relating to buildings. In pre- 
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senting corporate proprietorship on the accounting statements, how¬ 
ever, the individual surplus items are generally summarized under the 
class headings named. 

Even though legal requirements provide for a separation of the 
stockholders' contribution into the two elements, capital stock and 
surplus, it would still appear desirable to relate these elements in the 
capital section of the balance sheet and thus distinguish between con¬ 
tributed capital and other capital sources. While paid-in surplus is not 
subject to the same legal re.strictions as that part of the investment 
given the legal status of capital stock, it should nevertheless be recog¬ 
nized for what it represents - a part of the stockholders’ investment. 
If capital stock and paid-in surplus are to be related on the balance 
sheet, the capital section may be stated as follows: 

Capital: 

Contributed capital: 

Capital stock .$1,000,000 

Paid-in surplus .... ... _$1,400,000 

Earned surplus: 

Appropriated . .$ 150,000 

Unappropriated . _ 

Total capital...^ ^ $2,050,000 


One frequently finds, however, that paid-in surplus is reported as 
a separate elassifi(*ation. Capital sUx'k as defined by law and the other 
capital classes are reported separately in the followin^i: manner: 

Capital: 

Capital stock 
Paid-in surplus . 

Earned surjilus: 

Appropriated. . 

Unappropriated 

Total capital . . . 


$1,000,000 

400,000 

$150,000 

50 0,000 650,00 0 

$2,050,000 


Sometimes capital is divided into only two sections, capital stock 
and surplus. When this is the case, paid-in surplus and earned surplus 
appear as subdivisions of a suiplus total, as follows: 


Capital: 

Capital stock. 

Surplus: 

Paid-in. 

Earned: 

Appropriated... 
Unappropriated 

Total capital. 


$ 1 , 000,000 


$400,000 

$150,000 

500,000 650,000 1,050,000 

$2,050,000 
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When there is a revaluation surplus, it should be reported as a 
separate class of surplus in the capital section. 

The treatment of two negative capital elements, a stock discount 
balance and a negative earned surplus or dejicit balance, requires special 
consideration. A discount on stock should be related neither to paid-in 
surplus nor to earned surplus; instead it should be directly identified 
with the capital stock balance from whose is.sue it arose. When the 
legal capital is equal to the capital stock balance, subtraction of the 
discount from capital stock discloses that the amount of invested 
capital is less than the legal capital; however, creditors may regard 
themselves as being protected by the figure reported as capital stock, 
since under appropriate circumstances the discount is converted into a 
claim against stockholders, thus raising the invested capital to the 
capital stock or legal capital balance. A deficit balance, while shrinking 
corporate capital, should not be related to capital stock or paid-in 
surplus elements but should be reported as an impairment in invested 
capital as a whole. 

If a capital section is to be prepared following the first form illus¬ 
trated on page 657, discount and deficit balances would appear as 
follows: 

Capital: 

Contributed capital: 

Preferred stock . $100,000 

Common stock . $100,000 

Less: Discount on common stock ' 40,000 60,000 

Paid-in surplus . .. 85,000 $245,000 

Deduct: Deficit . 60,000 

Total capital . $185,000 


Capital stock and surplus elements together form corporate pro¬ 
prietorship or the full equity of stockholders in the assets employed by 
the business unit. While the balances are reported separately, neither 
an individual balance nor the combined balances can be related to 
specific assets. Invested capital balances suggest asset contributions 
by the owners that gave rise to proprietorship; an earned surplus 
balance indicates an increase in net assets resulting from profitable 
operations that gave rise to an increase in proprietorship; a deficit 
indicates a decrease in net assets resulting from unfavorable operations 
that resulted in an impairment in invested capital. 
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PAID-IN SURPLUS Contributions to corporate capital that do 

not form a part of the corporate legal or 
stated capital are recognized as paid-in surplus. A number of different 
transactions between the corporation and its stockholders affecting 
paid-in surplus were described in the preceding chapter. Paid-in surplus 
arose from such varied transactions as the sale of shares at amounts in 
excess of their par or stated value, stock payment forfeitures, stock 
assessments, stock donations, capital increases resulting from dealings 
in treasury stock, and recapitalizations. It was suggested that con¬ 
tributions by nonownership groups that serve to increase corporate 
capital are also frequently regarded as giving rise to paid-in surplus. 

Paid-in surplus has become increasingly important with the intro¬ 
duction of no-par stock with a stated value. When par stock was sold 
at a premium, the amount of the paid-in surplus was normally a rela¬ 
tively small percentage of the total price; in the case of no-par stock 
with a stated value, however, the paid-in surplus may be several times 
as large as the credit to capital stock. For example, the sale of 10,000 
shares of stock, par $25, sold at $30, results in capital stock of $250,000 
and paid-in surplus of $50,000; the sale of 10,0u0 shares of no-par stock, 
stated value $10, sold at $30, produces a capital stock balance of 
$100,000 and a paid-in surplus of $200,000. 

While the prevailing practice is to show a single total for paid-in 
surplus on the balance sheet, the separate accounts reporting differences 
in origins of such paid-in amounts appear in the ledger. Paid-in surplus 
sources and the accounts summarizing such surplus are listed below: 

SOURCE PAID-IN SURPLUS ACCOUNT 

Amount received on sale of stock in Premium on Stock 
excess of stock par value 

Amount received on sale of stock in Paid-in Surplus from Sale of Stock in 
excess of stock stated value Excess of Stated Value 

Stock subscription defaults resulting Paid-in Surplus from Forfeited Sub¬ 
in forfeiture of amounts paid-in scriptions 

Receipt of assessments levied on I Paid-in Surplus from Stock Assess- 
stockholders ments (except where stock was 

originally sold at a discount and 
stock assessments are considered 
to be proper credits to such dis¬ 
count) 

Retirement of outstanding stock at Paid-in Surplus from Stock Redemp- 
an amount less than that originally tion 
received on the issue of the stock 

Conversion of outstanding stock into Paid-in Surplus from Stock Conver- 
a new issue with a smaller total par sion 
or stated value 
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SOURCE PAID-IN SURPLUS ACCOUNT 


Reduction in stock par (or stated) 
value as a result of recapitalization 


Sale of treasury stock at more than 
acquisition cost 

Donation of stock or properties or 
forgiveness of corporate indebted¬ 
ness by stockholders 

Donation of properties and forgive¬ 
ness of indebtedness by govern¬ 
mental authorities and other out¬ 
siders 


Paid-in Surplus from Recapitaliza¬ 
tion (or Paid-in Surplus from Re¬ 
duction in Par [or Stated] Value of 
Stock) 

Treasury Stock Surplus (or Paid-in 
Surplus from Sale of Treasury 
Stock in Excess of Cost) 

Donated Surplus from Contributions 
by Stockholders 

Donated Surplus from Contributions 
by Governmental Authority, etc. 


Charges should be made to paid-in surplus balances only when 
(1) transactions are considered to reduce such paid-in capital balances 
directly or (2) there is an express authorization for su(*h a reduction. 
To illustrate (1) above, the acquisition and the retirement of a preferred 
stock issue calls for the cancellation of both the capital stock balance 
and any premium or paid-in surplus balance relating to the original 
issue of the preferred stock; all referen(*e to paid-in capital relating to 
the preferred stock should be canceled with the redemption of this 
class of stock. However, it would not be appropriate to charge any 
other paid-in surplus with any part of the amount paid on the retire¬ 
ment of a preferred issue; to do so would be to obscure the data with 
respect to capital arising from other sources. To illustrate (2) above, 
authorization of the capitalization of a portion of a particular paid-in 
surplus element would call for a reduction in the surplus balance and 
an increase in the capital stock balance. 

Paid-in surplus balances should not be (*harged with losses whether 
from normal opei’ations or from extraordinary sources, nor should 
paid-in surplus be used for the cancellation of a deficit in the absence 
of formal steps taken to effect a quasi-reorganization as previously 
described in Chapter 17. Authorities are in general agreement on this 
matter. The American Institute Committee on Accounting Procedure 
has declared: 

Capital surplus, however created, should not be used to relieve 
the income account of the current or future years of charges which 
would otherwise fall to be made thereagainst. This rule might be 
subject to the exception that where, upon reorganization, a reorganized 
company would be reliev ed of charges which would require to be made 
against income if the existing corporation were continued, it might be 
regarded as permissible to accomplish the same result without re- 
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organization provided the facts were as fully revealed to, and the 
action as formally approved by, the shareholders as in a reorganiza¬ 
tion.* 

The Chief Accountant of the Securities and Exchange Commission 
in a similar vein in Accounting Series Release No. 1 makes the following 
statement: 

It is my conviction that capital surplus should under no circum¬ 
stances be used to write off losses which, if currently recognized, would 
have been chargeable against income. In case a deficit is thereby 
created, I see no objection to writing off such a deficit against capital 
surplus, provided appropriaU' stockholder approval has been obtained. 

In this event, subse(]uent statements of earned surplus should desig¬ 
nate the point of time from which the new surplus dates.- 

The American Accounting Association states, “The distinction 
between paid-in capital and retained income should be permanent.” 
Paid-in capital may be reduced, the Association holds, “by the redemp¬ 
tion or other reduction of outstanding shares, i)ayments of liquidating 
dividends, or adjustments effected by a corporate reorganization.”* 
The availability of paid-in sutplus as a ba^is for dividends depends 
upon the laws of the .state <'f incorporation. In the absence of legal 
restrictions, paid-in .surplus can be u.sed as a l)a.sis for dividends. Laws 
may provide restrictions upon the u.s(> of all paid-in surplus or upon the 
use of only certain classes of paid-in surplus. Separate accounts in the 
ledger .summarizing paid-in surplus elements by source will make pos¬ 
sible the ready determination of distributable .surplus. When .surplus 
other than earned surplus is used as a basis for dividends, st,ockholders 
should be notified concerning the .source of such di-stributions, .since 
this group has the I’ight to assume that dividends i'e])resent distribu¬ 
tions of corporate earnings in the absence of notice fi’om the corporation 
to the contrary. 

REVALUATION The problems and procedures involved in re- 

SURPLUS cording an increase in plant as.sets after their 

valuation by independent appraisers and the authorization for use of 
this information in the accounts by the board of directors were de- 

^Accoujihtig Rcficarch Bulletin No. S, “Quasi-Rcorganization or Corporate Read¬ 
justment— Amplification of Institute Rule No. 2 of 1934,” September, 1939 (New 
York: American Institute of Accountants), p. 25. 

'^Accounting Series Release No. 1, ‘‘Treatment of losses resulting from revaluation 
of assets,” April 1, 1937 (Washington, D. C.: United States Securities and Exchange 
Commission). 

^'"Accounting Concepts and Standards Underlying Corporate Financial Siatements^* 
1948 Revision (Urbana: American Accounting Association), p. 5. 
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scribed in Chapter 17. Charges to assets for increases established by 
appraisal were accompanied by credits to revaluation surplus accounts. 
Such surplus is separately designated in the capital section. Readers 
of the balance sheet are thus made aware of the fact that property items 
are stated at amounts in excess of cost and that this has resulted in an 
unrealized surplus element. 

Disposal of an asset that has been increased by appraisal results in 
cancellation of the asset balance at appraised value, cancellation of the 
related revaluation surplus, and recognition of a gain or a loss that is 
based upon cost. 

When a depreciable asset is increased as a result of appraisal and 
when depreciation is reported on the basis of appraised value, transfers 
should be made periodically from revaluation surplus balances to 
earned surplus so that the latter account is corrected for the profit 
understatement and revaluation surplus shows no more than the 
appraisal increase still reflected in the as.set balance. When the asset 
is fully depreciated, the full amount of the revaluation surplus will 
have been transferred to earned surplus. Entries that ai’e made peri¬ 
odically to record depreciation on property items at their appraised 
values and to record the transfer of revaluation surplus to earned 
surplus after the accounts are closed were previously de.scribed and 
illustrated on page 491. 

When depreciation is recorded at cost, the entry for depreciation 
is accompanied by an entry reducing the a.sset increase and the revalua¬ 
tion surplus. Here, too, when the asset is fully depreciated, the full 
amount of the appraisal increase will have been canceled. Entries 
that are made periodically to record depreciation on appraised property 
items at cost and to reduce property items and revaluation surplus 
w’ere previously described and illustrated on page 489. 

Revaluation surplus shrinks or disappears only as the asset value 
from which it emerged shrinks or disappears. Revaluation surplus 
should never be used to absorb operating losses or the write-down of 
properties other than those values representing the source of such 
surplus. Revaluation surplus representing unrealized earnings is not 
properly used as a basis for cash dividends; however, its use as a basis 
for stock dividends is permitted in some states. 

EARNED SURPLUS Earned surplus is the terminus of all profit 

and loss accounting. The earned surplus 
account is increased by profits from normal operations involving the 
sale of commodities or services and is reduced by losses from these 
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activities. Earned surplus is also affected by: (1) extraordinary profit 
and loss items, including gains and losses arising from the sale of 
securities or plant assets and the retirement of long-term debt, and 
charges arising from the write-off of worthless securities or other 
assets and the arbitrary write-dowm of goodwill and other intangibles; 
and (2) coiTections in profits of prior periods. As previously indicated, 
these items may be recorded in separate accounts and reported under 
an appropriate heading following a summary of normally recuiring 
items on the income statement, or they may be recorded directly in 
earned surplus and reported on the surplus statement. 

Corporate earnings increasing earned surplus arise only from 
transactions with individuals or business(‘s outside of the company. 
No earnings are recognized in the manufacture of machinery or other 
plant items for a company’s own use, even though the cost of such 
manufacture is below the price that would have to be paid for the 
purchase of similar assets; self-construction at less than the asset 
purchase price is simply regarded as a savings in cost. No c'arnings are 
recognized on transactions with stockholderi involving treasury stock; 
purchase of treasury stock is considered a I'ayment of funds to stock¬ 
holders in the reduction of coipoi'ate capital, and sale of ti'easuiy stock 
is considered a receipt of funds from stockholdei's in the expansion of 
capital. The receipt of properties through donation and the recognition 
of changes in asset values in the accounts are not regarded as earnings; 
(he donation is regarded as giving rise to additional invested capi(a), 
while the appraisal increa.ses are recognized as giving rise to a special 
unrealized suiplus element. 

The earnings of a corporation may be disti'ibuted to the stockhokiers 
or they may be retained to provide for expanding oi)erations. When 
earnings are r-etained, they may be appi’opriated so as to be reported as 
unavailable for dividend declai-ation. Appropriations may be returned 
to earned surplus after the pui'pose of the api)ropi-iation has been 
fulfilled. When operating losses or other charges to the earned surplus 
account produce a debit balance in this account, the debit balance is 
refen’ed to as a deficit. 

DATED EARNED Any profits earned after a corporate quasi- 

SURPLUS reorganization should be separately sum¬ 

marized and reported on the balance sheet as earned surplus dating 
from the time of such action. Dated earned surplus seeks to inform 
investors and others of the occurrence of a restatement of capital and 
the financial progress that has been made since that time. 
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The Chief Accountant of the Securities and Exchange Commission 
has stated that when a deficit is charged to paid-in capital previously 
existing or arising in the course of a quasi-reorganization, (1) full dis¬ 
closure of the point of time from which the new earned surplus dates 
should be made on all subsequent statements of surplus, and (2) until 
such time as the results of operations of the company on the new basis 
are available for an appropriate period of years (at least 3), any state¬ 
ment or showing of surplus should, in order to provide additional disclo¬ 
sure of the occurrence and the significance of the quasi-reorganization, 
indicate the total amount of the deficit and any charges that were made 
to paid-in surplus in the course of the quasi-reorganization which would 
otherwise have been required to be made against income or surplus.' 
Furthermore, when a company is permitted by state law to charge a 
deficit to capital surplus pursuant to a resolution by the board of 
directors and without approval by stockholders, the Commission 
would require “complete disclosure of all of the attendant facts and 
circumstances and their effect on the company’s financial position in 
each balance sheet and surplus statementA statement indicating 
the possible effects of such action on the character of future dividends 
would also be called for, appropriate disclosure being made in a form 
such as follows: 

It should be noted that on_by action of the board 

of directors, without action by stockholders, the company charged off 
a $ _ - deficit in earned surplus against its capital surplus. 

This procedure will permit the company in the future to refl(“ct undis¬ 
tributed earnings subsequent to __ _ __ as earned surf)lus, 

instead of as a reduction of the deficit charged off to capital surplus. 

One result of this procedure is to permit the distribution, as ordinary 

dividends, of earned surplus accruing subsequent to _ __, 

without regard to the deficit charged off to capital surplus. Further¬ 
more, if earnings suh.sequent to _ _ are less than the 

deficit written off, di.stributions thereof may in effect represent distri¬ 
butions of capital or capital surplus.'^ 

DIVIDENDS Dividends are distributions to stockholders 

of the corporation in proportion to the num¬ 
ber of shares that are held by the respective owners. Such distribu¬ 
tions may take the form of (1) cash, (2) other properties, (3) evidences 
of corporate indebtedness, of (4) additional stock iSSUeT" All of the fore- ’ 


^Accountuig Sencf^ lielea^r No. 15, “Description of surplus accruing subsequent to 
effective date of quasi-roorganization,” March 16, 1940 (Washington, D. C.: United 
States Securities and Exchange Commission). 

^Accounting Senes Release No. 16, “Disclosure of charge of deficit to capital surplus 
without approval of stockholders,” March 16, 1940 (Washington D. C.: United States 
Securities and Exchange Commission). 
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going distributions involve a reduction in surplus, except dividends in 
corporate liquidation, which involve a return to stockholders of a 
portion or all of the coiporate legal capital and thus are reductions in 
capital designated by the capital stock balance. 

The term dividend is generally used to imply the distribution of a 
cash dividend, with past accumulated earnings as the source of such a 
distribution. Dividends in a fonn other than cash should be designated 
in terms of the nature of the distiibution; dividends that are declared 
from a capital soui-ce other than I'etained earnings should likewise 
carry a special description of their special origin. The terms stock 
dividend, property dividend, and scrip dividend suggest distributions of 
a special nature; designations such as liquidating dividend, stock dividend 
pf appraisal increment, and dividvnd distribution of paid-in surplus 
would serve to identify clearly the special capital origin of the distribu¬ 
tion. 

“Dividends paid out of surplus’’ is an evpiession fn'qucmtly en¬ 
countered. Accuracy, however, would ivouire the statement that 
dividends are paid out of cash, w'hich serves to redui e sundus. Invest¬ 
ment by owners results in an incrc'aso in property and in the owners’ 
equity in property. Dividend distribution lepresents no more than 
asset withdi'awals reducing both the amount of property and the 
owners’ equity in that property. 

Dividends require special ac tion as to theii’ declaration by the board 
of directors. In declaring dividends, the l)oard of directors must observe 
the special legal re<iuirements with respect to the maintenance of legal 
or stated capital. These requii’ements vary with the individual states.' 
In addition to observing legal requii’ements, the lioard of directors 
must consider the financial aspects of dividend distributions - the 
company asset position, present asset requirements, and future asset 
requirements. The board of directors, then, must answer two questions: 
Do we have the legal right to declare a dividend? Is such a distribution 
financially sound? 

When a dividend can legally be declared and the board of directors 
takes appropriate action and makes announcement of the action to 

^Laws range from those making earned and paid-in surplus of any character 
available for dividends to those permitting dividends from retained earnings only under 
specified conditions. In most states dividends cannot be declared in the event of a 
deficit; in a few states, however, dividends, equal to current earnings may be distributed 
despite a previously accumulated deficit. The a\ allability of capital as a basis for 
dividends is a determination to be made by the attorney and not by the accountant. 
The accountant must report accurately the sources of each capital increase; the 
attorney will investigate the availability of such sources as bases for dividend distri¬ 
butions. 
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/ s^ekl^olders, revocation of the dividend is not possible. The corpora- 
•' must now recognize a liability to stockholders. In the event of 
cbrporate insolvency prior to the dividend distribution, stockholders 
would have claims as a creditor group for the amount of the dividend 
and interests as an ownership group in any residual distributions that 
may be made after corporate liabilities have been met in full. A divi¬ 
dend that was illegal upon its declaration is revocable; in the event of 
insolvency, such an action would be nullified and stockholders would 
participate in asset distributions only after creditors have been paid 
in full. 


CASH DIVIDENDS The most common type of dividend is a cash 

dividend, which provides a cash return to 
holders of capital stock. For the corporation, such dividends involve 
a reduction in surplus and in cash. A current liability for dividends 
payable is recognized on the declaration date; this is canceled when 
dividend checks are distributed to stockholders. Entries to record the 
declaration and the payment of a cash dividend follow: 

Earned Surplus. 100,000 

Dividends Payable. 100,000 


Dividends Payable 
Cash. 


100,000 


100,000 


In declaring a cash dividend, the b’oard of directors must consider 
the limitations set by the current position and the cash balance. For 
example, a corporation may have earned surplus of $.500,000. If, how¬ 
ever, it has cash of only $150,000, it will not be able to pay a $500,000 
dividend unless certain other assets can be converted into cash or 
unless cash is borrowed for this purpose. If the necessary cash balance 
for regular operations is $100,000, the cash immediately available for 
dividend payment is only $50,000. While earned suiplus may offer a 
legal basis for the declai'ation of dividends of $500,000, the amount 
distributable at this time is limited to one tenth of this figure, since the 
profits retained are not in a form that makes them available for dis¬ 
tribution. 


SCRIP DIVIDENDS If a corporation has surplus that may be used 

as a basis for dividend declaration but does 
not have sufficient funds at the time for a cash dividend, it may declare 
a scrip dividend, which consists of a written promise to pay a certain 
amount at some future date. The corporation is thus able to take regu- 
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lar dividend action even though it is temporarily short of cash. Stock¬ 
holders, in turn, are provided currently with an instrument that they 
may discount for cash if they wish, provided the credit of the corpora¬ 
tion is satisfactory. Such dividends are not commonl}'^ employed. 

Assume that a scrip dividend of $150,000 is declared, payable six 
months hence together with interest at the rate of 6% for the period 
of payment deferment. The declaration of the dividend is recorded as 


follows: 

Earned Surplus. 150,000 

Scrip Dividend Payable . 150,000 

When the scrip matures, the entry is: 

Scrip Dividend Payable . 150,000 

Intere.st Expense. 4,500 

Cash. 154,500 


PROPERTY DIVIDENDS A distribution to stockholders that is payable 

in .some asset other than cash is generally 
referred to as a properli/ dividend. Frequently, the asset to be dis¬ 
tributed is certain securities of other comi)anies that are owned by 
the corporation. The corpoi-ation thus trai.sfers to its stockholders its 
owner-ship interest in such securities. A pr-operty dividend avoids the 
necessity of sale of assets for the payment of dividends. When the 
value of the property exceeds its cost, no recognition would need to be 
made for tax purposes by the corporation of a “gain” on such an asset. 
However-, for tax pur'iroses .stockholders will be t-equired to recognize 
di\'idend income equal to the fair market value of the asset acquired. 
To illustrate the accounting for a pr-operty dividend, assume that the 
State Oil Oor-poration owns 100,000 shares in the Valley Oil Co., cost 
$10,000,000, and that it desires to di.stribute this holding to its stock¬ 
holders. There ar-e 1,000,000 shares of State Oil Corporation stock 
outstanding. Accordingly, a dividend of 1/10 of a share of Valley Oil 
Co. stock is declared on each .share of State Oil Corporation stock out¬ 
standing. The entries for the declaration and the distribution of the 


dividend are: 

Earned Surplus. 10,000,000 

Dividend Payable in Stock of Valley Oil Co.. 10,000,000 

Dividend Payable in Stock of Valley Oil Co.. . . 10,000,000 

Investment in Stock of Valley Oil Co. 10,000,000 


STOCK DIVIDENDS A corporation may issue additional shares of 

.stock in proportion to original share holdings 
by stockholders. Such a distribution is known as a stock dividend. 
A stock di-vidend permits the corporation to retain accumulated earn- 
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ings within the business while at the same time offering stockholders 
evidence of their respective interests in accumulated corporate earnings. 

Reference to a stock dividend usually implies (1) the capitalization 
of earned surplus and (2) a distribution of common stock to common 
stockholders. Such distributions are sometimes termed ordinary stock 
dividends. In some states, stock dividends may be effected by transfers 
of paid-in surplus or apprai.sal sui*plus to the legal or stated capital 
accounts. In some instances, common or preferred stock has been 
issued to holders of preferred stock or preferred stock has been issued 
to holders of common stock. The latter situations, however, are rela¬ 
tively unusual. Such distributions are sometimes referred to as special 
.stock dividends. 

The ordinary stock dividend makes a poi’1 ion of retained earnings 
no longer available for distribution while raising the legal capital of the 
corporation. As far as the recipient is concerned, there is an increase 
in the number of shares that he holds, but his respective interest in the 
corporation remains unchanged; the effects of a stock dividend in 
terms of his corporate interest are no different than those of a stock 
split-up. 

In distributing shares of stock as a dividend, the is.suing coipora- 
tion must meet legal requirements as to the amount of earned surplus 
requiring transfer to the capital stock account. When stock has a par 
or a stated value, an amount equal to the value of the .shai’es issued will 
normally require tr’ansfer from svrplus’to capital stock; when stock is 
no-par and without a stated value, the law's of the state of incorporation 
may provide specific requirements as to amounts to be transferred or 
they may leave such determinations to the corporate directors. 

Although laws set requirements as to transfers from earned suiplus 
to legal or stated capital balances upon the i.ssuance of additional shares 
of stock, the board of directors is not prevented from going beyond 
legal requirements and taking action to raise both capital stock and 
paid-in surplus balances. For example, assume that stock, par $100, 
was originally issued at 120. Legal requirements may call for the 
transfer from surplus to capital stock of no more than the par value of 
the stock issued as a dividend. The board of directors, how'ever, in 
order to preserve the original capital stock and paid-in surplus relation¬ 
ship, may authorize a transfer fi-om earned surplus of $120 per share; 
capital stock, then, may be increased by $100 and the premium balance 
by $20 for every share issued. Or the board of directors, at its dis¬ 
cretion, may decide that the earned surplus transfer shall be made in 
terms of the current fair market value of shares, which exceeds the legal 
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value per share. Here, too, the charge to earned surplus in excess of 
the par or the stated value of the stock issued calls for a credit to an 
appropriate premium or other paid-in surplus balance. 

The Committee on Accounting Procedure of the American Institute 
of Accountants has indicated that proper corporate policy in certain 
situations would call for the capitalization of an amount equal to the 
fair market value of shares issued as a stock dividend. The Committee 
points out; 

... a stock dividend does not, in fact, give rise to any change what- 
soever in the corporation’s assets or its respective shareholders’ 
proportionate interests therein. However, it cannot fail to be recog¬ 
nized that, merely as a conseijuence of the expressed purpose of the 
transaction and its characterization as a‘'dividend” in related notices 
to shareholders and the public at large, many recipients of stock 
dividends look at them as distributions of corporate (‘iirnings and 
usually in an amount equivalent to the fair market vaia*' of the addi¬ 
tional shares received. Furlht^more it is to be presumed that such 
views of recipients are materially strengtliened in those instances, 
which are ))y far the most numerous, where tin- issuances art* so small 
in comparison with the shares previously outstanding that they do 
not have any apparent effect upon tin* share market price and, const*- 
quently, the market value of the shares previously held remains 
substantially unchanged. The committee therefore believes that 
where these circumstances exist tin* corporation should in the public 
interest account for the transaction by transferring from earned 
surplus to the category of permanent capitalization (represent(*d by the* 
capital stock and capital surplus ac(*ounls) an amount (*(pial to the 
fair value of the additional shares issued. Unless this is done, the 
amount of earnings which the* shareholder may belit‘\(* to have been 
distributed to him will 1)0 left, exc(*pt to the extent oth(*rwise dictated 
by legal requirements, in earned surplus subject to possildt* future 
similar stock issuances or cash distributions.' 


However, the Cominittee i^oinls out that certain circ'umstances 
would supjgest the chargie to suiplus of no more than stock par, stated, 
or other value as required by law. The ('ommittf^e points out: 

Where the number of additional shart*s issued as a stock dividend 
is so great tliat it has, or may reasonably be exj)ect(*d to have, the 
effect of materially reducing the share value . . . the implications and 
possible constructions discussed . . . are not likely to exist and . . . the 
transaction clearly partak(*s of the nature of a split-up .... Conse¬ 
quently, the committee considers that under such circumstances there 
is no need to capitalize earned surplus, other than to the extent 
occasioned by legal requirements. It recommends, however, that in 
such instances every effort be made to avoid the use of the word 
“dividend” in related corporate resolutions, notices, and announce- 


^Acconnfitig Rtacarch Bnlldia No, 11 Revised, “Stock Dividends and Split-Ups: 
Accounting Treatment by Stockholders and Corporation,“ November, 1952 (New 
York: American Institute of Accountants), p. 3. 
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merits and that, in those cases where because of legal requirements 
this cannot be done, the transaction be described, for example, as a 
“split-up effected in the form of a dividend/'^ 

The Committee feels that the majority of stock dividends will 
probably fall within the first category stated above, suggesting charges 
to surplus of amounts in excess of legal requirements. While the Com¬ 
mittee is reluctant to name a dividend percentage that would require 
adherence to this practice, it docs suggest that in stock distributions of 
recent years involving the issuance of less than 20% to 25% of the 
number of shares previously outstanding, there would be but few 
instances where charges to surplus at the fair market value of additional 
shares issued would not be supportable. 

The examples that follow illustrate the entries that are made for the 
declaration and the issue of a stock dividend. Assume that the capital 
for the Bradford Co. on July 1 is as follows: 


Capital stock 10,000 shares outstanding, par $10. $100,000 

Premium on stock. 10,000 

Earned surplus. 75,000 


The company declares a 10% stock dividend, or a dividend of 
1 share for every 10 held. Shares are selling on the market on this date 
at $15 per share. The stock dividend is to be recorded at the market 
value of the shares issued, or $15,000 (1,000 shai’es at $15). The entries 
to record the declaration of the dividend and the stock issue follow: 


Earned Surplus. 15,000 

Stock Dividend Payable. 10,000 

Premium on Stock. 5,000 

Stock Dividend Payable. 10,000 

Capital Stock . 10,000 


The effects of the stock dividend upon invested capital here are the 
same as would be the effects of the sale of such additional shares at 
market price. 

Assume, however, that the company declares a 50% stock dividend, 
or a dividend of 1 share for every 2 held. Legal rc(juirements call for 
the transfer from earned surplus to capital stock of an amount equal 
to the par value of the shares issued, and the stock dividend is re¬ 
corded at this value. Entries for the declaration of the dividend and 
the dividend issue follow: 


Earned Surplus. 50,000 

Stock Dividend Payable. 50,000 


'Ibid., p. 4. 
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Stock Dividend Payable. 50,000 

Capital Stock. 50,000 


If in the preceding case the board of directors wished to maintain 
invested capital balances in their original relationship, authorization 
could be made for capitalization of the issue at $11 per share. Entries 
to record the dividend declaration and its issue then would be; 


Earned Surplus. 55,000 

Stock Dividend Payable. 50,000 

Premium on Stock. 5,000 

Stock Dividend Payable. 50,000 

Capital Stock. 50,000 


When stock dividends are issued, fractional share warrants are 
given to stockholders whose holdings make them eligible for fractional 
shares. For example, when a 10^’^ stock dividend is issued, a stock¬ 
holder owning 25 .shares could be given no more than 2 full shares; 
however, the holdings in excess of an even multiple of 10 shares are 
recognized by the is.sue of a fractional share warrant for j 2 share. The 
warrant for K share may be sold, or a v.iu-rant for an additional 
' 2 share may be purchased so that a full sha-e may be claimed from the 
company. In some in.stances the corporation may distribute cash in 
lieu of fractional waiTants or it may i.ssue a full share of stock in ex¬ 
change for warrants accompanied by ca.sh for the fractional share 
deficiency. 

Assume that, w'hen the Miller Company issues a 10^^' stock divi¬ 
dend, it also i.ssues fractional share warrants totaling 500 shares, 
par $50. The entry foi- the fi-actional shai-e w'arrants issued would be 


as follows: 

Stock Dividends Payable . 25,000 

Fractional .Share Warrants Issued. 25,000 


Assuming that S0% of the warrants are ultimately turned in for 
shares and that the remaining warrants expire, the following entry 
would be made: 


Fractional Share Warrants Issued. 25,000 

Capital Stock (400 shares). 20,000 

Paid-in Surplus - F'rom Forfeitures on Fractional 

Share Warrants. 5,000 


If a balance sheet is prepared after the declaration of a stock divi¬ 
dend but before its payment. Stock Dividend Payable is reported in 
the capital section as an addition to Capital Stock Outstanding. By 
the declaration of the dividend, the corporation has reduced its surplus 
and is committed to the increase of capital stock. The difference 
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between capital stock authorized and the sum of (1) capital stock issued, 
(2) capital stock subscribed, and (3) stock dividends payable represents 
the balance of stock that the corporation may still sell. 

While a stock dividend can be compared to a stock split from the 
investors’ point of view, its effects upon corporate capital differ from 
those of the stock split. A stock dividend results in an increase in the 
number of shares outstanding and in an increase in the capital stock 
balance, no change being made in the value assigned to each share of 
stock on the company records; the increase in capital stock outstanding 
is effected by a transfer from surplus, the surplus balance available for 
dividends being permanently reduced by this transfer. A stock split 
merely divides the existing capital stock balance into more parts and 
reduces the value assigned to each share; there is no change in the 
surplus available for dividends, both capital stock and surplus elements 
remaining unchanged. 

There have been suggestions that the restatement of retained 
income as paid-in capital as a result of stock dividends, recapitaliza¬ 
tions, or other appropriate action calls for special disclosure on the 
balance sheet. Such disclosure will serve to inform the statement 
reader what portion of capital originated from investment and what 
portion originated from retained earnings. For example, assume the 
information for the Bradford Co. on page 070 and the transfer to paid-in 
capital of $.'i.7,000 on the i.ssue of a stock dividend. Corporate capital 
may be presented in the following manner: 

Paid-in capital: 

Capital stock . . $1,'>0,000 

t‘rciniutn on stock 15,000 $165,000 

Earned surplus $ 75,000 

Less amount transferred to paid-in capital by 

stock diMdend 55,000 20,000 

$185,000 

A corporation may declare a liquidatwg divi¬ 
dend w'hen the company is dissolving and the 
dividend is to be considered a partial distribution of the company assets 
in cancellation or redemption of the stock outstanding. Such distribu¬ 
tions on the books of the corporation represent a reduction of the in¬ 
vested capital balances. Instead of actually debiting Capital Stock, 
however, it would be possible to charge a separate account for the im¬ 
pairment in invested capital, this balance to be subtracted from the 
invested capital balances in the preparation of balance sheets during the 


Total capital 


LIQUIDATING 

DIVIDENDS 
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course of liquidation. Liquidating dividends should be recorded on the 
books of the investor as amounts received in exchange for the stock 
owned. 

Corporations owning wasting assets that are not being replaced 
may regularly declare dividends that are in part a distribution of 
current profits and in part a distribution of the corporation’s invested 
capital. Entries on the corporation books for such dividend declara¬ 
tions should reflect the decrease in the two capital elements. This 
analysis should also be reporte<l to stockholders in statements accom¬ 
panying the dividend checks. The inve.stor will recognize the profit 
distribution portion of the dividend as income, the liquidating portion 
as a reduction in the inve.stment account balance. Accounting for a 
company with wasting assets and tin* entries to I’ccord distributions 
to stockholders representing both earnings and a ret urn of investment 
were described on pages 4.58-460. 


DIVIDENDS ON When dividends on preferred stock are cumu- 

PREFERRED STOCK lativc, the payment of a definite rate of return 

on these shares is necessary before any dividends may be paid on 
common. WTen the board of directors fails to dc'clare dividends on 
cumulative preferred .stock, information concerning the amount of 
dividends in arrears should be repoited jiarenthetically or in footnote 
form on the balance sheet to provide full disclosure of the .status of 
preferred and common stockholders. A di^'ision of earned surplus on 
the balance sheet into the amount required to meet dividends in arrears 
and the balance free for other pur])oses would also .serve to inform 
readers of the dividend arrearages and the implications of such ar¬ 
rearages. Earned surplus w'ould thus lie reported on the balance sheet 
in the following manner: 

Earned surplus: 

Required to meet dividends in arrears on preferred 

stock. . • • • • .$40,000 

Balance. 12,000 


Total earned surplus . $,’>2,000 

The board of directors may pay a portion of a cumulative pre¬ 
ferred dividend or a portion of the total in arrears. For example, 
2% may be paid annually on 7% cumulative preferred stock, allowing 
5% to accumulate for future payment. Or a payment of $15 may be 
made on cumulative dividends in arrears of $50, leaving $35 as the 
balance in arrears. 
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DIVIDENDS ON Cash dividends on no-par stock must be 

NO-PAR STOCK expressed as an amount per share, since a par 

figure upon which a percentage may be applied is lacking. It is also the 
prevailing practice to express dividends on par-value stock in the same 
manner. 


When no-par stock is outstanding and the corporation desires to 
transfer an amount from earned surplus to capital stock, there is no 
need actually to declare a stock dividend. The corporation can simply 
take action to raise the stated value of the no-par stock. An entry such 
as the following is made on the books; 


Earned Surplus ... . 500,000 

Capital Stock. 500,000 

To rai.se $5 stated value on 100,000 shares of 
no-par stock to $10 in accordance with reso¬ 
lution by board of directors. 


EXTRAORDINARY In the case of common stock, a corporation 

d!ctrib*utions establish a policy of regular dividends 

and may provide for greater payments 
through extra ordinary dividend diMrihuiians, or extra dividends, when 
earnings warrant additional di.stributions. For example, a corporation 
may have a regular rate of 50 cents a quarter or $2 a year per share on 
common stock. In a particular quarter it may wish to declare a divi¬ 
dend of 80 cents a share. Such a dividend may be expressed as a 50-cent 
regular dividend plus a SO-cent extra dividend. 


THE FORMAL Three dates are essential in the formal divi- 

ANKimmcEMENT Statement: (1) date of declaration, 

(2) date of payment, and (3) date of stock¬ 
holders’ record. Dividends are made payable to stockholders of record 
as of a date that follows the date of declaration and precedes the date 
of payment. The announcement of a formal dividend declaration 
would read, “The Board of Directors of the Forrest Co. at their meeting 
on November 5, 1953, declared the regular quarterly dividend on out¬ 
standing common stock of 50 cents per share, payable on January 15, 
1954, to stockholders of record at the close of business, December 20, 
1953.” The liability for dividends payable is recorded on the declara¬ 
tion date and is canceled on the payment date. No entry is required on 
the record date, but a list of the stockholders is made up as of the close 
of business on December 20. These are the persons who are to receive 
payment on January 15. A full record of the dividend declaration 
should be made in the minute book. 
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SOURCE OF It is reasonable to assume that dividends 

have a closer relationship to current earnings 
than to those of past years. This would suggest that dividends be 
charged to current profit and loss rather than to surplus. Dividends 
Declared may be debited instead of surplus and the dividend declared 
account may be closed into the profit and loss account before the latter 
is closed into Earned Surplus. Dividends would be reported as a sub¬ 
traction item at the bottom of the income statement, the balance on 
the statement after subtracting dividends from net income then repre¬ 
senting the net change in earned surplus for the period. Such a practice 
provides a direct comparison between the earnings and the dividends 
in any one period. A number of corporate reports now show dividends 
as a disposition of current profits. 


QUESTIONS 

1 . “Surplu."! is in general supported by a cross section of all the assets.” 
“Directors are criticized by stockholders for lailure to declare dividends 
when surplus is present.” Are these two statements related? Exjjlain. 

2. Describe (a) earned surplus, (b) ca{)ilal surplus, (c) paid-in surplus, 
(d) donated surplus, (e) appropriated surplus, (f) revaluation suri)lus. 

3. Would you suggest that paid-in surplus is more closely related to 
capital stock or to earned surplus? How wouki you recommend that 
capital stock and surplus balances be classified and summarized in the 
capital section of the balance sheet? 

4. (a) What are the .sources of earned .surplus? (b) What disiiositions 
may be made of earned surplus? 

5. (a) What circumstances give rise to a dated earned nurpi 11.^7 (b) Dis¬ 
tributions out of earned .surplus “may in effect represimt distributions of 
capital or capital surplus.” Explain and illustrate the foregoing assertion. 

6. What object iohs can be raised to the use of the term capital surplus 
for all surplus other than earned .surplus? 

7. (a) Name the different sources of jiaid-in surplus and the accounts 
summarizing such items, (b) Indicate the circumstances that would call 
for a reduction in each of the paid-in .surplus accounts named. 

8. The Burrows Corporation reports an earned surplus balance of 
$1,500,000. What reasons may be offered by the company for failure to 
use such legally available .surplus as a basis for dividends? 

9. Which of the following tran.sactions are a source of surplus? Indicate 
the class of surplus in each case. 

(a) Operating profits. 

(b) Cancellation of a part of a liability upon prompt payment of the 
balance. 

(c) Reduction of par value of stock outstanding. 
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(d) Discovery of an understatement of income in a previous period. 

(e) Release of Reserve for Purchase of Treasury Stock upon the sale of 
treasury stock. 

(f) Issue of bonds at a premium. 

(g) Purchase of the corporation’s own capital stock at a discount. 

(h) Increase in the company’s earning capacity, taken to be evidence of 
considerable goodwill. 

(i) Construction of equipment for the company’s own use at a cost less 
than the prevailing market price of identical equipment. 

(j) Donation to the corporation of treasury stock. 

(k) Sale of fixed assets at a profit. 

(l) Gain on bond retirement. 

(m) Revaluation of plant and equipment resulting in 

(1) decrease in allowance for depreciation as a result ol over- 
depreciation in past periods, and 

(2) increase in asset book value as a result of increase in asset replace¬ 
ment value. 

(n) Collection of assessments from stockholders. 

10. The accountant for the WaltcTs Corporation closes stock discount 
and deficit balances into the paid-in surplus account and reports only the 
balance of i)aid-in surplus on the balance sheet. Do you approve? 

11 . What circumstances may call for the declaration of a scrip dividend? 

12. (a) Define stock dividend, (b) What are the effects of a stock dividend 
on corporate capital accounts as (‘ompared with those of a slock split? 

13. Summarize the recommendations of the American Inst itute Committee 
on Accounting Procedure with respect to the charge to be made to surplus 
on a stock dividend. 

14. It has b(H‘n recomnumded that the balance sheet maintain a permanent 
distinction b(‘t ween i)aid-in cafutal and retained earnings. How can such a 
distinction be maintained when action is taken to convert retained earnings 
into capital Mock? 

15. (a) How does revaluat ion surplus arise on the books? (b) What circum¬ 
stance's would call for a rediudion in such a balanc'e? 

16. What objections can you raise for the u.se of revaluation surplus 
(a) to absorb opera! ing losses, (b) as a basis for cash dividends, and (c) as a 
basis for stock dividends? 

17. The J. R. Goodwin Corporation desires to retain its surplus from 
reai)praisal of fixed assets as a j)art of its permanent capitalization rather 
than to wTite it otf over the^ life of the assets. Why may this policy be 
desirable'? How may this be accomplished? 

18. Fixc'el assets with a book value of $150,000 were sold by the Holmes 
Corpora!ie)n for $250,000. The chief accountant believes that the $100,000 
profit should be e*re'elited to Capital Surplus and that it should not be 
available for divide'nd eleclaration. The basis for his reasoning is that the 
general prict' lewel has risen since the asset was originally purchased and, 
in order to maintain the corporation’s assets, a larger amount of fixed 
capital is now necessary. What is your opinion of this procedure? 
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19. (a) What is a liquidating dividend? (b) Under what circumstances 
are such distributions made? (c) How would you recommend that liqui¬ 
dating dividends be recorded in the account? 

20. The Byron Corporation, acting within the law of the state of incor¬ 
poration, paid a cash dividend to stockholders for which it debited Paid-In 
Surplus. A stockholder protested, saying that such a dividend was a 
partial liquidation of his holdings. Is this true? 

21. The state of incorporation permits the Arden Co. to distribute as 
dividends the sum of its net profit plus the amount charged against profits 
for depletion. How do you recommend that div^idends be recorded (a) on 
the books of the corporation and (b) on the books of the investor? 

22. The following announcement appeared on the financial page of a 
newspaper: 

‘The Board of Directors of the Maxwell Co., at their meeting on 
June 15, 1953, declared the regular quarterly dividend on outstanding 
common stock of 50 cents per share and an extra dividend of $1 per share, 
both payable on July 10, 1953, to the stockholders of reiord at the close 
of business June 30, 1953.” 

(a) What is the purpose of each of the three dates given in the declara¬ 
tion? (b) When would the stock become “ex-dividend”? (c) Why is the $1 
designated as an “extra” dividend? 

23. What methods can be followed in re)>ortimr prefeired dividends in 
arrears on the balance sh(‘et? 

24. Would you recommend rer)orting dividends on the income statement 
or on the surplus statement? Give reasons for your prc^ference. 


EXERCISES 

1. Using the data that follow, pri^pare the capital si‘ction of the balance 
sheet for the Roberts Company. 


Common Stock Issued (100,000 shares, par $10). $1,000,000 

Premium on Common Stock. 140,000 

Common Treasury Stock (1,000 shares at cost, $20) .... 20,000 

Preferred Stock (20,000 shares, par $23). 500,000 

Discount on Preferred Stock . 25,000 

Donated Surplus. 125,000 

Deficit (debit balance in Earned Surplus). 40,000 


2. The Foreman Steel Company wished to r(‘duc(‘ the carrying value of 
its intangible assets from $350,000 to $1. To do this, the company decided 
to reduce the par value of its slock from $10 to $7.50 a share. The in¬ 
tangible assets could then be written off against surplus. On June 30 the 
(‘orporation capital was as follows: 


Capital Stock (200,000 shares). $2,000,000 

Capital Surplus . 115,000 

Earned Surplus. 60,000 


(a) What entries would be made to reduce intangible assets to $1 
following the plan given above? (b) Assuming that the net income for the 
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company for the balance of the year is $62,500, prepare the capital section 
as it would be shown on the company balance sheet on December 31. 

3. What entries should be made for the capital transactions of the Eaton 
Co. that follow. Stock of this company is no-par with a stated value of $25. 
Assume that treasury stock acquisitions are recorded at cost. 

(a) Sold 1,000 shares at $40 a share. 

(b) Purchased 100 shares on the market at $34 a share. 

(c) Sold 50 shares of treasury stock for $38 a share. 

(d) Changed stated value of stock to $10 a share. 

4. The paid-in surplus account of the Hardy Corporation shows the 
following charges and credits. Give whatever entries may be required to 
correct the account in 1953: 

Paid-in Surplus 


1953 

Mar. 2 Discount on issue of 


preferred stock.15,000 

Nov. 2 Loss on retirement of 
common stock (1,000 
shares, par $50, re¬ 
tired at $75). 25,000 

Dec. 31 Depreciation on 

buildings acM^uired 
through donation.... 2,000 

31 Transfer to capital 


stock account pur¬ 
suant to resolution by 
board of directors 
raising cornnion stock 
stated value to $60 
per share. 90,000 


1953 

Jan. 2 Premium on issue of 
common stock (10,000 
shares, par $50, issued 

at 65). 150,000 

Jan. 3 Donated surplus — 
buildings acquired in 
gove^rnmental grant to 
company. 50,000 


5. The surplus account for the Van Horn Company discloses th(' following 
charges and credits. Give whatever (mtries may be required to correct 
the account. 

Earned Sttrplus 


Correction in profit of prior 


period. 1,500 

Loss from fire 850 

Write-off of goodwill . . . 5,000 

Stock dividend 20,000 


Loss on sale of capital assets. . 12,400 


Jan. 1 Balance. 64,600 

Premium on sale of stock 18,500 

Surplus from stock subscrip¬ 
tion defaults. 860 

Gain on retirement of preferred 
at less than issuance price 3,600 

Gain on retirement of bonds at 

less than book value . 1,250 

Revaluation of buildings: 
Overdepreciation of past 

periods. 6,000 

Increase from appraisal.... 20,000 

Gain on life insurance policy 

settlement. 2,200 
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6. The capital accounts for the Burbank Co. on June 30, 1953, follow: 


Capital assigned to capital stock, 100,000 shares, par $20 . $2,000,000 

Capital received in excess of stock par value . 800,000 

Retained earnings. 4,500,000 


Shares of the company’s stock are selling at this time at 36. What 
entries would you make in each case below: 

(a) A stock dividend of 6 % is declared and issued. 

(b) A stock dividend of 100^^ is declared and issued. 

7. The balance sheet of the Brown Corporulion shows the following: 


Capital Stock, 20,()()() shares, no par, with $10 stated \ alue $200,000 

Paid-In Surplus. 350,000 

Earned Surplus. . 250,000 


A 25^ [ stock dividend is declared, the board of directors authorizing a 
transfer from Earned Surplus to Capital Stock at the stock stated value, 
$10. (a) Give entries to record the dc'claralion and payment of the divi¬ 
dend. (b) What was the book value per share before the d^ddend decdara- 
tion and after the issue of the dividend? (c) What was the effect of the 
issue of the stock dividend on the ownership equity of each stockholder 
in the corporation? 

8. The dividend declarations and distributions the W('stern Co. over 
a three-year period are listed below. Give the entry required in each case. 

July 1, 1951. Declared a 5\ stock dividend on 1,000,000 shares of comnum 
stock, par value $10. The stock was originally sold at $12, 
and surplus is to b(‘ charg(‘d for the stock dividend v\ith an 
amount equal to the original stock issuance price. 

July 15, 1951. Distributed the stock dividejid declared on June 30, which 
included fractional warrants for 1,000 shares. 

Sept. 1, 1951. 500 shares were issued for fractional warrants; remaining 
fractional warrants expired. 

July 1, 1952. Declared a scrip dividend of $1 p(T share, payable oj\ Janu¬ 
ary 1, 1953, with interest at the rate of OG;. 

Jan. 1, 1953. Paid scrip dividend. 

July 1, 1953. Declared a dividend of 1 share of South-West common sto(*k 
on every share of Western Company stock owned. South- 
West common is carried on the books of the Western Company 
at a cost of $1.50 per share. 

July 15, 1953. Distributed South-West common stock to shareholders. 

9. Variety Chain Stores, Inc., with total assets of $350,000, cai)ital stock 
outstanding of $175,000, and earned surjdus of $65,000, sold five of its 
stores at their book value, $150,000. This cash is distribut(*d to th(‘ ]jresent 
stockholders. What entry should be made? 

10. The Bell Corporation pays semiannual dividends on $100, 6% pre¬ 
ferred stock regularly on July 1 and January 1. On March 1 the corpora¬ 
tion sells 5,000 shares of this stock at 105 plus accrued dividends, (a) Give 
the entries on the books of the corporation for the sale of the stock on 
March 1 and for the payment of dividends on the stock on July 1. (b) What 
entries would be made by an investor acquiring 100 shares and receiving 
the dividend on this lot? 
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PROBLEMS 

22-1. The Phillips Processing Co. reports its capital on the balance sheet 
prepared on December 31, 1953, as follows: 


Common stock. $112,000 

Surplus. 76,500 

Total capital. $188,500 


The common stock account shows the following debits and credits 


since date of organization in 1948: 

Credits: 

12,000 shares of common, $10 par . $120,000 

Debits: 

1,000 shares of common reacquired at 8. 8,000 


$ 112,000 


A preferred stock balance was canceled in 1952 when preferred stock 
was reacquin'd and formally retired. The surplus account shows the 


following credits and debits since date of organization: 

Credits: 

Premium on issuance of common. $ 30,000 

Gain on sale of unimproved properties. 11,500 

Appraisal of land and buildings at the end of 1953: 

Adjustment for depreciation overstatement, 1948-1953. 8,000 

Increase in asset book value for,appreciation .... 50,000 

Net income, 1948-1953. 118,500 


.$218,000 


Debits: 

Loss on bond retirement. ... $12,500 

Discount on issuance of preferred stock . . 10,000 

]*ayment on retirement of preferred stock issue 

in excess of stock par value . 5,000 

F'ire loss. .... 24,000 

Cash dividends. 90,000 


141,500 


$ 76,500 


Iiistructiotis: (1) Give whatever entries are required in correcting the 
capital accounts. (Assume that treasury stock is to be carried at cost.) 

(2) Prepare the capital section of the balance sheet for the corporation 
reflecting corrections in (1) above. 


22-2. Capital accounts for the Manning-Maxwell Co. on December 31, 
1952, are as follows: 
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Capital 

6 % Preferred stock, par $25,10,000 shares issued $250,000 


Less discount on preferred stock. 25,000 

$ 225,000 

Common stock, stated value $5, 100,000 shares 

issued. 500,000 

Paid-in surplus from sale of common at 8 . 300,000 

Contributed capital . $1,025,000 

Retained earnings. 415,000 

Total capital. $1,440,000 


During 1953, the following transactions aflected capital: 

Jan. 2. 2,500 shares of preferred stock were called in for retirement at 
$26.50 in accordance with call provisions in the preferred contract. 

Mar. 2. 5,000 shares of common stock were reacquired at $7.50; treasury 
stock is reported at cost. 

Mar. 30. A 25^^ cash dividend was paid on common stock. 

Apr. 20. Common stock reacquired on March 2 was sold at $9.00. 

June 30. The semiannual dividend was paid on preferred stock. 

July 1. 2,000 shares of preferred stock were converted into common stock 
on a 3-for-l basis in accordance with convertible provisions in the 
preferred contract. 

Sept. 30. A 25^ cash dividend was paid on common stock, together with a 
5% stock dividend. Common stock is selling on this date at $9.50, 
and earned surplus equal to the selling price of the stock issued is 
transferred to paid-in capital. 

Dec. 31. The semiannual dividend was paid on preferred stock and a special 
dividend of 50^ was paid on common stock. 

Dec. 31. Net income for the year, $212,500, is transferred to retained earn¬ 
ings (debit Profit and Loss). 

Instruciions: (1) Record in journal form the transactions given above. 

(2) Prepare the capital section for the company as of December 31, 1953. 

22-3. Capital balances for the Proctor Co. on Juni' 30, 1953, just prior to 

a corporate readjustment, were as follows: 

6% Cumulative preferred stock, par $50, 10,000 shares 


issued, dividends 5 years in arrears. $ 500,000 

Common stock, par $10, 100,000 shares issued. 1,000,000 

$1,500,000 

Deficit from operations. 165,000 


$1,335,000 

On this date the following action was taken: 

(a) Common stockholders turned in their stock and received in exchange 
new common stock, 1 share of the new stock being exchanged for 
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every 5 shares of the old. New stock was given a stated value of $30 
per share. 

(b) One-half share of the new common stock was issued on each share of 
preferred stock outstanding in liquidation of dividends in arrears on 
preferred stock. 

(c) The deficit from operations was applied against the surplus arising 
from the common stock restatement. 

Transactions for the remainder of 1953 affecting capital were as follows: 

Nov. 10. 20,000 shares of new common stock were sold at 32 
Nov. 15. 5,000 shares of preferred stock were called in at $52.50 plus dividends 
for A ]/2 months at 6%. Stock was formally retired. 

Dec. 31. Net income for the six months ended on this date was $46,500. 

(Debit Profit and Loss.) The semiannual dividend was declared 
on preferred shares and a 50^^ dividend on common shares, dividends 
being payable January 20, 1954. 

luHtruciions: (1) Record in journal form the transactions given abo\e. 

(2) Prepare the capital section of the balance sheet for the company as 
of December 31, 1953. 

22-4. A condensed balance sheet of the Famous Corporation as of Decem¬ 
ber 31, 1952, appears below: 


Assets 


FAMOUS CORPORATION 
Balanck Sheet 
December 31, 1952 


248,780 Liabilities 29,320 

5' ^ Preferred stock ($100 

par) 50,000 

('’ommon stock ($50 par) 100,000 

Premium on preterred stock 5,000 

Earned surplus . 64,460 

248,780| 248,780 


Capital stock authorized: 500 shares of 5% cumulative, nonpartici¬ 
pating preferred stock with a prior claim on assets, and 10,000 shares 
of common stock. 


Informat ion relating t o operat ions of the succeeding three years follows: 


- 

1953 

1954 

Dividends declared on Dec. 20, 



payable on Jan. 10 of following 



year: 

Preferred stock 

59r cash 

cash 

Common stock 

J $1.00 cash 
50t; stock* 

$1.25 cash 

Credit balance in the profit and 



loss account after recording in¬ 
come tax liability for year 

$21,000 

$12,000 


1955 


5% cash 
$.50 cash 


$19,000 


♦Earned surplus is reduced by the par value of the stock dividend. 
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1953: On July 1, land having a book value of $60,000 was appraised at 
$125,000. The board of directors authorized the recording of the 
appraisal in the accounts. 

1954: On February 12 depreciation allowances were reduced by $36,000 follow¬ 
ing an income tax investigation. Additional income taxes of $11,000 
for prior years were paid. On March 3, 250 shares of common stock 
were purchased by the corporation at $46 per share. (Treasury stock 
is recorded at cost.) 

1955: On February 28, it was discovered that the merchandise inventory at 
the end of 1954 had been overstated by $4,800. On August 10 all of 
the treasury stock was sold at $56 per share. By vote of the stock¬ 
holders on September 12, eacli share of the common stock was ex¬ 
changed by the corporation for 3 shares of no-par, each with a stated 
value of $20. 

Insiructions: (1) Give the journal entries affecting the capital accounts 
for the 3-year period ended December 31, 1955. Assume that corrections in 
profits of prior years are recorded directly in earned surplus. 

(2) Prepare the capital section of the balance sheet as it would appear at 
thennd of 1953, 1954, and 1955. 

The Bayview Co. was organized on January 2,1953, with authorized 
consisting of 5,000 shares of $100 par, noni)arli(*ipating pre¬ 
ferred and 50,000 shares of no-par common, l^in-ing the first two years 
of the company’s existence, the following tran*>a(*tions look place: 

1953 

Jan. 2. Sold 800 shares of common stock at 5 * 4 . 

2. Sold 3,800 shares of preferred stock at 110. 

Mar. 2. Sold common stock as follows: 

3,400 shares at 9. 

900 shares at 93 2 - 

July 10. A near-by piece of land, valued at $216,100, was secured for 800 
shares of preferred stock and 14,000 shares of common. (Preferred 
stock was recorded at 110, the balance being assigned to common.) 
Dec. 16. The regular jireferred and a 50-cent common dividend were declared. 
28. Dividends declared on December 16 were paid. 

31. The profit and loss account showed a credit balance of $70,000, 
which was transferred to earned surplus. 

1954 

Feb. 27. The corporation reacquired 4,000 shares of common stock at 8. 

(State law requires that an appropriation of teamed surplus be made 
for the purchase price of treasury stock. Appropriations may be 
returned to earned surplus upon resale of the sto^k.) 

June 17. Resold 3,000 shares of treasury stock at 9'k|. 

July 31. Sold all of the remaining treasury stock at 9. 

Sept. 30. The corporation sold 4,000 additional shares of common stock at 93^. 
Dec. 16. The regular preferred dividend and a 30-cent common dividend were 
declared. 

28. Dividends declared on December 16 were paid. 

31. The profit and loss account showed a credit balance of $49,900, 
which was transferred to earned surplus. 

lui^truction^i: (1) Journalize the foregoing transactions. 

(2) Prepare the capital section of the balance sheet as of December 31, 
1954. 
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22-6. The following trial balance was taken from the books of the Welcome 
Manufacturing Company as of April 30, 1953: 


Account Debit Credit 

Cash. $ 310,000 

Accounts receivable. 800,000 

Raw materials on hand. 750,000 

Finished goods on hand. 500,000 

Finished goods out on consignment. 100,000 

Plant and machinery. 1,460,000 

Prepaid expenses . 5,400 

Sales returns and allowances. 25,000 

Administrative salaries. 65,000 

Cost of sales. 2,350,000 

Traveling expenses. 30,030 

Interest expense. 10,570 

Accounts payable . $ 175,000 

Notes payable. 100,000 

Accrued payroll . 6,000 

Accrued interest payable on 6% bonds. 10,000 

Capital stock — 6% preferred. 1,000,000 

Capital stock — common . 1,416,000 

6% bonds, due June 30, 1961. 500,000 

Sales. 2,500,000 

Surplus, December 31, 1952. 520 

Paid-in surplus. 698,480 


$6,406,000 $6,406,000 

The following transactions had been completed by the company: 

(1) The company has purchased variotis lots of its $100 par value common 
stock, aggregating 840 shares, at an average price of $65.50 per share, 
for $55,020. In recording these transactions the company has can¬ 
celed the stock certificates and charged the common stock account 
with the par value of $84,000 and credited the paid-in surplus account 
with the difference of $28,980 between par and the cash paid therefor. 

(2) Paid-in surplus was previously credited with (a) a premium at $20 
per share on 15,000 shares of common stock issued, and (b) adjust¬ 
ments arising from the appraisal of plant and machinery bought at a 
receivers' sale, $398,000. 

(3) 4}/2^'/( bonds of the face amount of $250,000 falling due on December 
31, 1959, were issued on January 1, 1935, at a 10^^ discount. To 
June 30, 1951, $16,500 of this discount had been charged against 
profits and as of this date the entire issue of these bonds was retired 
at par and the unamortized discount charged to Paid-in Surplus. 

(4) A new issue of $500,000, 6^^a ten-year bonds was effected as of July 1, 
1951, at par. Expenses incurred with respect to this issue in the 
amount of $20,000 were charged to Paid-in Surplus. 

luHiructions: Prepare a balance sheet as of April 30, 1953, in which effect 
has bc^en given to such changes as may be necessary in view of the treatment 
accorded by the company to the transactions described above. (A.I.A. 
adapted) 
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22-7. The articles of incorporation of Carlson Manufacturing Company 
state: “On or before September 1, 1952, and on or before the first day of 
September in each year thereafter, as long as any shares of preferred stock 
remain outstanding, the company shall from its profits set aside as a reserve 
for the retirement of shares of preferred stock an amount equal to not less 
than 20% of the net earnings of the company ^or the fiscal year then last 
expired, after providing for federal income taxes and after deducting the 
amount of dividends paid on the preferred stock during that fiscal year. 
The equivalent of the amount so reser\ed shall be deposited in a special 
fund to be designated a sinking fund. The amounts so set aside in the 
sinking fund shall be applied by the company not later than October 31 
in the same year to the redemption of outstanding shares of preferred stock 
called or purchased in the open market at a price not to exceed $12.50 per 
share. Preferred stock purchased for the sinking fund shall not be reissued 
and shall be forthwith canceled/' 

The following ledger balances and notes are submitted* 

June :](), S. ptembkr 195»3 



Dmn 

Chuut 

Debit 

Credit 

Cash 

$ 7t,000 


$ 90,000 


Other current assets 

20,000 


28,000 


Fixed assets, less depireciation 

150,000 


140,000 


Deferred charges 

0,000 


5,000 


Goodwill 

50,000 


50,000 


Current liabilities, including all taxes 


$ 10,000 


$ 15,000 

7Vr cumulative preferr(*d stock, par 





value $10 per share (authorized 





20,000 shares, issued and out¬ 





standing 10,000 shares) 


100,000 


100,000 

Common stock, no par \alue, au¬ 





thorized, issued and outstanding 





50,000 shares 


100,000 


100,000 

Capital surplus 


30,000 


30,000 

PJarned surplus 


0,000 


66,000 

Net profit 


07,000 


11,250 

Preferred dividends paid 

7,000 


1,750 


Preferred stock purchased 



7,500 



$313,000 

$313,000 

$322,250 

$322,250 


(1) The company had a net loss in its fiscal year ended June 30, 1952. 

(2) The company transferred the sinking fund cash to a separate bank 
account immediately after June 30, 1953, but did not record the 
transfer on the general books. 

(3) The company regularly pays preferred dividends on March 31, 
June 30, September 30, and December 31 to holders of record three 
days before these dates. 

(4) The net profit for each period is found correct as stated. 

(5) The balance in the preferred stock purchased account represents the 
cost of the following purchases of 7% cumulative preferred stock 
made for the sinking fund; 
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July 6, 1953 

200 shares @ $ 9.00 each 

$1,800 

Aug. 31, 1953 

520 shares @ 

10.00 each 

5,200 

Sept. 7, 1953 

40 shares @ 

12.50 each 

500 


760 shares 


$7,500 


(6) All the preferred stock purchased, except the last 40 shares accjuired, 
was properly canceled under the laws of the state in which the com¬ 
pany was incorporated. 

Inatrnciion^: (1) Prepare a balance sheet as of September 30, 1053, show¬ 
ing the particulars of the capital stock and the sinking fund in accordance 
with the charter provisions. 

(2) Prepare a statement of surplus for the fiscal year ended June 30, 1953, 
and for the following quarter. (A.LA. adapted) 


STANLEY 

Balance 

December 


Assets 


Current assets: 

Cash on hand and in banks . 

Notes receivable, less discounted notes of $20,000 

Accounts receivable, less allowance of $8,500 . 

U. S. Government bonds, plus accrued interest of $420 


$137,500 

00,000 

247,800 

42,350 


Total current assets. $ 487,650 

Working and trading assets: 

Raw materials and supplies . $ 92,440 

Work in process. 110,700 

Finished goods, including consigned merchandise of 

$21,670 . 181,320 

Total working and trading assets . 384,460 

Investments in the capital slock of other companies . . 120,000 

Capital assets: 

Land and buildings at cost, less depreciation .$440,000 

Machinery and equipment, less depreciation of 

$162,800. 332,000 

Furniture and fixtures, less depreciation of $3,200 . . 15,900 

Total-capital assets. 787,900 

Sinking fund for retirement of first-mortgage bonds .... 69,700 

Treasury stock. 10,000 

Prepaid expenses and deferred charges: 

Unexpired insurance. $ 3,300 

Discount on capital stock. 15,000 

Prepaid advertising. 4,600 

Prepaid interest on notes discounted. 1,800 

Total prepaid expenses and deferred charges. 24,700 

Total assets. $1,884,410 
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22-8. The balance sheet of the Stanley Corporation on December 31, 
1953, is shown at the bottom of this and the opposite page. 

Through inquiry and investigation the following information is ob¬ 
tained with respect to items in the foregoing balance sheet: 

(1) Cash includes $14,000 in an employees^ pension fund. 

(2) The U. S. Government bonds represent $42,000 face value 2% 
Treasury bonds valued at cost plus accrued interest. The market 
value of such bonds on December 31, 1953, was $44,700. 

(3) Accounts receivable include $8,400 of advances to employees. 

(4) Accounts receivable also include $15,000 advanced to suppliers ot 
raw materials for materials neither received nor in transit. Since 
the placement of the orders, which arf not subject to cancellation, 
the replacement cost of the materials has declined to 70% of the 
commitment price. 

CORrORATION 

Sheet 

31, 1953 


Liahilities 


Current liabilities: 

Accounts payable ~ trade 

Accrued payrolls and interest (exclusive of inteiest on 
installment notes payable to bank) 

Reserve for federal income and excess profits taxes 
(net of claim for income^ tax refund of $8,000).... 

Reserve for otli(‘r tax(\s . 

Installment noti's payable to bank, due $12,000 on 
first of each month b(‘ginning Jan. 1, 1951, and 
accru(Hl interest of $4,500 . 


$273,000 

15,620 

72,000 

14,300 

121,500 


Total current liabilities . $ 499,420 

Dividends payable January 16, 1954 . 6,000 

Funded debt: 

5^ ( First-mortgage bonds due January 1, 1970 . . . 350,000 


Capitxl 

Capital stock: 

Preferred, 2,000 shares authorized; 1,800 shares issued $180,000 
Common, 3,000 shares authorized; 2,500 shanks issued 250,000 


Subscriptions to common stock, KM) shares . 22,000 

Total capital stock . $452,000 

Earned surplus: 

Reserve for employees'pensions . $ 14,000 

Free and available for dividends. 159,990 


Total earned surplus. 173,990 

Capital surplus . 403,000 


$1,028,990 


Total capital stock and surplus 
Total liabilities and capital . . . , 


$1,884,410 
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(6) Raw materials and supplies are stated at amounts lower than market 
and include invoices received, in the amount of $7,000, for materials 
shipped f.o.b. point of shipment and in the hands of common carriers 
on December 31, 1953. Excluded are $9,000 of raw materials re¬ 
ceived on December 28, 1953, for which invoices are dated January 
15, 1954. 

(6) Work in process, which is valued at actual cost of direct materials 
and direct labor plus a normal charge for manufacturing overhead 
based upon company experience, is less than market value. 

(7) Finished goods are similarly valued, except for merchandise in the 
hands of consignees, which is priced and billed on memorandum at 
110% of cost. Finished goods valued at $140,000 are pledged against 
installment notes payable to bank. 

(8) Of the capital stock investments in other companies, $95,000 repre¬ 
sents investments at cost in 50% or more of the stock of subsidiary 
companies. The realizable values of such investments exceed cost, 
and income therefrom is recorded as dividends are received. 

(9) The remaining investments represent small stock interests considered 
necessary for business operations, having an aggregate market value 
of $21,800 at December 31, 1953. 

(10) The land and buildings account, when analyzed, discloses the follow¬ 


ing: 

Cost of land. $ 75,000 

Depreciated cost of buildings as at January 1, 1948, 
established by revenue agent’s report dated July 7, 

1949, adjusted for subsequent additions and re¬ 
tirements . 609,500 

Accumulated depreciation since January 1,1948.... 304,500 


(11) The sinking fund consists of $19,700 in cash and $50,000 of the 
company’s own first-mortgage 5% bonds. 

(12) The treasury stock represents 100 shares of preferred stock valued at 
par and acquired for resale to employees. 

(13) The preferred stock has a $100 par value. It is cumulative at the 
rate of 6%, and is callable after July 1, 1955, at 105^^ of par value 
plus accumulated and unpaid dividends, if any. The 1,800 shares 
issued include the 100 shares in the treasury. 

(14) The common stock also has a $100 par value. The subscriptions to 
400 shares of common stock are stated in the balance sheet net of 
$18,000 representing receivables from subscribers on their stock 
subscription contracts. 

(15) The reserve for employees’ pensions of $14,000 offsets the amount 
of cash in the employees’ pension fund. This fund was set up in 
1953 as a result of a contract with employees. 

(16) The current earned surplus account dates back to July 1, 1944, on 
which date a voluntary reorganization served to eliminate an oper¬ 
ating deficit. 

Instrvctions: Prepare in corrected form a revised balance sheet as of 
December 31, 1953, based upon the preceding information. (A.I.A. adapted) 
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■ Surplus 

Appropriations/ The Surplus Statement 

RESERVES already been indicated that the term 

reserve is employed in a variety of different 
senses in accounting practice. It has been used in the following ways: 

{1) As a valuaiion account. The reserve designation is frequently 
employed to report an offset or valuation account related to a balance 
sheet item. For example, deductions may be required from the face 
amount of assets in arriving at the amounts that they are expected to 
realize, as in the case of marketable securities, receivables, or inven¬ 
tories. When such reductions are related to current revenue, they are 
recorded by charges to expense accounts and cj-edits to asset valuation 
accounts. Or, deductions may be required from the face amount of 
assets in the recognition of cost expirations, as in the case of properties 
subject to depreciation, depletion, or amortization. When such reduc¬ 
tions are related to curi-ent revenues, they too are recorded by charges 
to expense balances and credits to asset valuation accounts. In pre¬ 
paring the balance sheet, valuation reserves are subtracted from the 
related balance sheet items. Such reserves are ultimately applied in 
the accounts against the items to which they relate. A reserve for bad 
debts is used to absorb accounts that prove to be uncollectible. A re¬ 
serve to reduce marketable securities to mai'ket value is applied against 
this item when the asset is sold; a reserve for depreciation is applied 
against the property item when the latter is disposed of or scrapped. 
It was suggested earlier that the temn uUonvnce should be .substituted 
for the term reserve in designating balance sheet valuation elements. 

{2) As an estimate of a liabilili/ of uncertain amount. The reserve 
title is frequently employed to designate an estimated liability. Esti¬ 
mates may be required in reporting such items as tax obligations, 
premium claims outstanding, claims under guarantees for services and 
replacements, and obligations under pension plans. When such claims 
are related to current revenue, they are recorded by charges to appro¬ 
priate expense balances and credits to liability accounts. The liabilities 
mentioned are ultimately canceled through payment. Designation of 
the accounts in this class as estimated liabilities rather than as reserves 
would serve to clarify the nature of the items presented. 

{3) As an appropriation of retained earnings. The reserve title is 
used to indicate that a portion ot-sjirplus has been appropriated for 
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some special purpose in accordance with legal or contractual require¬ 
ments or as a result of specific authorization on the part of the board 
of directors. The appropriation of surplus does not change the total 
corporate capital. Amounts are merely transferred from a surplus 
account that might otherwise be used as a basis for dividends to surplus 
accounts that are not to be considered as available. The appropria¬ 
tion of surplus is no guarantee that cash or any other specific asset 
will be available in carrying out the purpose that may be designated 
by the appropriation. Resources represented by surplus may have 
been applied to the enlargement of plant, to the increase of working 
capital or perhaps to the increase of cash, or possibly to the retire¬ 
ment of corporate indebtedness. The appropriation of surplus merely 
insures the retention by the business of net assets represented by that 
surplus; if assets are to be made available for a particular purpose, 
special action relative to asset use would be called for. When the 
purpose of a surplus appropi-iation has been served, the appropriation 
balance is retur'ned to the account from which it originated. The 
purposes served by surjjlus appropriations are considered in detail in 
the following pages. 

It was indicated in an earlier chapter that the American Institute 
Committee on Accounting Pi'ocedure holds that the use of the tenn 
reserve to indicate the retention of assets comes closest to its popular 
meaning. Accordingly, the CommiU(>e I’ecommends that the term 
reserve be limited to surplus appropriations and that any alternate use 
of the term on the accounting statements be discontinued.’ 

SURPLUS Surplus approi)riations may be classified 

APPROPRIATIONS under the following headings: 

(1) Appropriations to reflect legal restrictions on the use of surplus. 
Laws of the state of incorporation may provide for the maintenance of 
legal capital through resti'iction in the use of surplus as a basis for 
dividends upon the I’eacquisition of a company’s own stock. The 
surjdus restriction may be given effect in the accounts by the appro¬ 
priation of surplus. 

(2) Appropriations to reflect contractual restrictious on the use of 
surplus. An agreement with creditors may provide for the retention of 
earnings w ithin the company as a means of protecting the creditors and 
assuring payment of theii’ claims. The restriction in the use of surplus 
as a basis foi- dividends may be indicated in the accounts by the 
appi'opi'iation of surplus. 

'AiTOiDifnhf lifsearch Bidleini No. 31^, “Recommendation of Committee on Ter¬ 
minology- Use of the Term ‘Reserve’,” October, 1948 (New York: American 
Institute of Accountants), pp. 271-274. 
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(3) Appropriations to reflect discretionary action by the hoard of 
directors in the presentation of earned surplus. The board of directors 
may authorize that a portion or all of the surplus be presented in a 
manner that will disclose the actual use in the business at the present 
time or the planned use in the future of this part of the stockholders^ 
equity. Discretionary action, ihen, on the part of the board of directors 
may be the basis for surplus appropriations in the accounts. 

A number of appropi-iated surplus ar*counts and the purposes for 
which such balances are established are listed below: 


Appropriated Surplus Account 

Appropriations to reflect legal rcsiric- j 
tions on the use of surplus: 

Reserve for Purchase of Treasury 
Stock 


Appropriations to reflect contractual 
restrictions on the use of surplus: 

Reserve for Bonded Indebtedness 
Reserve for Bond Sinking Fund 


Reserve for Redemption of Pre¬ 
ferred Stock 

Reserve for Preferred Stock Re¬ 
demption Fund 

Appropriations to reflect discretionary 
action by the board of directors 'in the 
presentation of earned surplus: 

Reserve for Contingencies 

Reserve for Possible Inventory 
Decline 

Reserve for Self-Insurance 

Reserve for Increased Working 
Capital 

Reserve for Increased Investment 
in Plant 


Purpose 


To retain earnings? (‘cjual to the 
amount paid on llu* reacejuisition of 
stocky thus maintaining capital at 
original legal or stated balance. 


To retain earnings to provide addi¬ 
tional security to bondholders or for 
use in connection with a sinking fuml 
plan for bond redemption. 

To retain earnings for use in the re¬ 
tirement of jireferred stock or for use 
m connection with a sinking fund 
for stock retirement. 


To retain earnings for use in meeting 
possible future losses. 


To appropriate surplus where net 
assets resulting from earnings have 
been applied to some particular busi¬ 
ness purpose and thus are unavailable 
for di\ idends. 


The various appropriations listed are described in the following 
paragraphs. 
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SURPLUS The segregation of earnings unavailable for 

distribution as a result of the reacquisition of 
REACQUISITIONS ^ Company s own stock is recorded by a 

charge to Earned Surplus and a credit to an 
appropriately titled appropriated surplus account. When the treasury 
stock is resold or when it is formally retired with a reduction in the 
corporate legal capital in accordance with the law and the surplus 
restriction is removed, the appropriated surplus balance may be re¬ 
turned to surplus by a charge to the appropriation account and a credit 
to Earned Surplus. To illustrate, assume the acquisition by a corpora¬ 
tion of its own stock and the subsequent resale of this stock. Retained 
earnings of $100,000 are restricted by law from use for dividends 
during the period of treasury stock holdings. The entries that are 
made for the appropi-iation and for its subsequent cancellation follow: 


Earned Surplus. 100,000 

Reserve for J’urcliase of Treasury Stock (or 
Earned Surplus Restricted by Purchase of 
Treasury Stock). 100,000 

Reserve for Purchase of Treasury Stock . 100,000 

Earned Surplus. 100,000 


SURPLUS The appropriation of earnings required by 

agreement with creditors is recorded by a 
RATE OBLIGATIONS charge to surplus and a credit to an account 

reflecting the appropriation. Upon settle¬ 
ment with the creditor group and the removal of the restriction upon 
surplus, the surplus appropriation is returned to surplus. To illustrate, 
assume that the corporation agi’ees to restrict retained earnings of 
$5,000,000 from dividend distribution during the life of a bond issue. 
Entries to record the surplus restriction when the loan is made and 
the ultimate expiration of the restriction when the loan is liquidated 
follow: 


Earned Surplus. 5,000,000 

Reserve for Bonded Indebtedness (or Earned 
Surplus Restricted by Terms of Agreement 
with Bondholders) . 5,000,000 

Reserve for Bonded Indebtedness . 5,000,000 

Earned Surplus. 5,000,000 


When the agreement with creditors provides for the periodic ap¬ 
propriation of earnings during the life of the obligation, entries similar 
to the first entry above would be made each period. 
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The appropriation of earninjjis may be accompanied by the segrega¬ 
tion of assets in a special fund to be used in the liquidation of the 
obligation at maturity. The establishment of the fund may be volun¬ 
tary or it may be required by contract. A suiplus reserve that is 
accompanied by the establishment of a sinking fund is said to be 
funded. This practice results not only in limitations of dividends but 
also in the accumulation of corporate I’esources in a fund to meet the 
requirements that form the basis for dividend limitation. Liquidation 
of the obligation by means of the .sinking fund and the termination of 
the contract with creditors relea.ses previously existing .surplus limita¬ 
tions, and the appropriated surplus balance may be returned to a free 
status. It may be observed, however, that when proceeds from a bond 
issue are used for expansion purposes and when resouices from profit¬ 
able operations of subsequent periods have Ix'en used 1 o i-etire such an 
indebtedness, the expansion has in effect been finanti'd by earnings. 
Under these circumstances, the board of di'^ectors may choose to report 
letained earnings equivalent to the amount applied to expansion as 
appropriated .surplus under the de.signation “Reserve for Increased 
Investment in Plant,” or it may choose to etlert a permanent capital¬ 
ization of such retained earnings by means of a stock dividend or other 
appropriate action. 

To illustrate the foregoing, assume that a corporation borrows 
$1,000,000 for plant expansion purpo.ses. Each year for a 10-year 
period, earnings of $100,000 are appropriated and at the same time 
cash is transferred to a sinking fund to be used for the liquidation of 
bonded indebtedness at its maturity in accordance with requirements 
of the bond is.sue. The entry for the surplus appi-opriation at the end 
of each year is: 

Earned Surplus 100,000 

Reserve for Bonded Indebtedness (or Earned 
Surplus Restricted by Terms of Agreement 
with Bondholders) 100,000 

When the obligation is retired at the end of the tenth >ear and the 
surplus restriction is no longer effective, the following entry is made: 

Reserve for Bonded Indebtedness 1,000,000 

Earned Surplus 1,000,000 

Assuming that the board of directors now' authorizes that a portion 
of retained earnings equal to the amount applied to plant expansion 
be reported as having been employed for this purpose, the following 
entry would be required: 
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Earned Surplus. 1,000,000 

Reserve for Increased Investment in Plant. 1,000,000 


Assume, instead, that the board of directors declares a stock divi¬ 
dend of $100,000 so that earnings equal to the amount applied to plant 
expansion are permanently capitalized. This action would call for the 
following entry: 

Earned Surplus. 1,000,000 

Capital Stock . 1,000,000 

SURPLUS APPROPRI- Surplus may be appropriated at regular inter- 

STOCK^REDEMPTIOn'^^ ^ resources 

PROGRAMS arising from earnings to retire shares of stock 

outstanding, fi’equently the entire preferred 
stock issue. The appropriation of eai’nings in connection with such 
a plan may be required as a result of an agreement with stockholders 
or it may be voluntary and established at the discretion of the board of 
directors. Stock may be reacquired by disbursements out of cash or 
disbursements out of a sinking fund established by regular transfers 
from the cash account. In either case, upon the ultimate retirement of 
outstanding stock, the board of directors may authorize the return of 
the appropriated surplus balance to earned surplus. However, it should 
be observed that retained earnings now' take the place of the capital 
stock equity previously reported. In recognition of this factor, the 
board of directors may choose to designate these earnings as applied to 
the retirement of a previously existing stockholders’ equity; on the 
other hand, it may choose to effect a permanent capitalization of such 
retained earnings by means of a stock dividend or by other appropriate 
action. 

The establishment of reserves may be au¬ 
thorized by the board of directors in anticipa¬ 
tion of possible future losses. Three examples 
of such reserves are described in the following 
paragraphs: (1) the general purpose contingency reserve, (2) the 
reserve for possible inventory decline, and (8) the reserve for self- 
insurance. 

(1) General Purpose Contingency Reserve. Managements have 
frequently authorized the establishment of general reserves to cover 
possible future losses of a contingent nature. In view of the contingent 
nature of the loss, such an authorization by management would call 
for the establishment of a reserve by a charge to surplus and not by a 
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charge to revenue. The reserve, thus, must be viewed as an appropria¬ 
tion of surplus. In the event that the contingency fails to materialize, 
the board of directors may authorize cancellation of the surplus appro¬ 
priation and a return of the balance in the appropriation account to 
surplus. If the contingency does materialize, the appropriation bal¬ 
ance would also be returned to surplus; the loss would be separately 
recognized in the period in which it materialized as a charge to revenue 
or as a direct charge to Earned Surplus, whichever is appropriate. 

The procedure that was described is illustrated in the example that 
follows. A reserve for contingencies of $100,000 is established by a 
company at the end of 1951 for possible future declines in the value of 
marketable securities; a decline in the market value of the securities 
takes place in 1953, and securities are sold in this year at a loss of 
$65,000. The following entries record the appropriation of earned 
surplus in anticipation of the possible decline in the value of securities, 
the sale of the securities, and the return of the appropriated surplus 


balance to earned surplus. 

1951 Earned Surplus. 100,000 

Reserve for Contingencies (or Earned Surplus 
Restricted for Possible Decline in Value of 
Marketable Securities) . 100,000 

1953 Cash. 135,000 

Loss on Sale of Marketable Securities (or Earned 

Surplus). 65,000 

Marketable Securities. 200,000 

Reserve for Contingencies. 100,000 

Earned Surplus . 100,000 


It should be observed that the establishment of the reserve in 1951 
was not a proper charge to revenue of that period since the reserve was 
related not to losses sustained but to possible contingent losses of the 
future. The reserve that is established under these circumstances can 
only be considered a part of surplus. To charge 1951 revenue with such 
a reserve would be to understate net income for the year; income of 
$100,000 would by-pass recognition on the income statement. Having 
established the reserve by a charge to surplus, it would be improper to 
charge the reserve in 1953 with the losses resulting from the sale of 
securities. Such a practice would serve to overstate the profit for 
1953; losses charged to t^-e reserve would by-pass recognition on the 
income statement or the earned surplus statement. The surplus appro¬ 
priation is returned to earned surplus, where it will serve to absorb 
losses that were anticipated in its establishment. The reserve procedure 
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has served to withhold resources from possible distribution in the form 
of dividends until the contingency has been resolved. 

In considering general purpose contingency reserves, the American 
Institute Committee on Accounting Procedure has stated: 

. . . general contingency reserves, such as those created: 

(a) for general undetermined contingencies, or 

(bj for a wide variety of indefinite possible future losses, or 

(c) without any specific purpose reasonably related to the operations 
for the current period, or 

(d ) in amounts not determined on the basis of any reasonable estimates 
of costs or losses, 

are of such a nature that charges or credits relating to such reserves 

should not enter into the determination of net income.^ 

Accordingly, the Committee has recommended the following pro¬ 
cedures with resyject to the general contingency reserves named: 

(a) Provisions for such reserves should not be included as charges in 
determining net income. 

(b) When such a reserve is set up it should he created preferably b> a 
segregation or appropriation of surplus; . .. 

(d) Costs or losses should not be treated as charges to such reserves 
and no part of such a reserve should be transferred to income or 
in any way used to affect the determination of net income for any 
year. 

(e) When such a reserve or any part thereof is no longer considered 
necessary it should be restored to surplus . . . 

{2) Heserre for Possible Inventory 'Decline, When inventories are 
acquired in a high-price peiiod, company managements have frequently 
authorized the establishment of reserves for losses feared or anticipated 
in future periods. It will be I'ecalled that valuation accounts reducing 
inventory costs to a lower market were established by charges to current 

^ArcoKNtiny Rrscarch Bulletin No. ZH, “Accounting Treatment of (Jeneral Pur- 
p)ose ‘Contingency Reserves’,” July, 1947 fNew York: American Institute of Ac¬ 
countants), p. 

'Ibid., pp. 33‘J ‘J33. It might be mentioned that Bulletin No. 28 permits the 
establishment of the reserve by two methods: (Da charge to surplus as indicated 
above and {'2.) an appropriation of net income reported on the income statement. When 
method (2) is used, the Committee indicates that net income should first be determined 
and so designated, the reserve provision should then be clearly captioned as an ap¬ 
propriation of net income and deducted, and the balance or final figure should then be 
so captioned as to indicate clearly that it is not the entire net income. However, in 
AccoHidnuj /vV.sTo/r/i Bidletin No. So , “Presentation of Income and Earned Surplus,” 
issued in October, 1948, on page 275 the Committee rejects the second method of 
presentation in view of the fact that “charges and credits displayed in accordance 
with the second method have been included in many income statements in a manner 
and with wording which has occasioned mi'^conceptions as to whether the earnings 
for the period were the amounts captioned as net income or were the final and more 
prominent amounts shown on the income statements after the deduction or addition 
of such charges and credits.” The Committee concludes that “the possibility of mis¬ 
conception in this respect will be minimized by the adoption of the first method in all 
cases.” 
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revenue; valuation accounts providing for inventory obsolescence, 
deterioration, and similar losses already incurred would be established 
by similar entries. The establishment of a reserve for possible future 
inventory decline, however, cannot be considered an inventory valua¬ 
tion account; such a reserve would have to be considered a segregation 
of surplus. Accordingly, such a reserve should be established by a 
charge to surplus, and the appropriated balance should ultimately be 
returned to surplus; no costs or losses should be charged to the reserve, 
nor should any part of the reserve be transferred to income. The 
emergence of a loss on inventories requires separate recognition in the 
period in which it is measurable. Accounting for an appropriation for 
possible inventory decline, then, is the same as that described for the 
general purpose contingency reserve in the preceding section. 

The American Institute Committee on Accounting Procedure in 
Accounting Research Bulletin No. 31 on “Inventory Reserves” makes 
the following statements: 

. .. The committee has previously recognized the character of the 
income statement as a tentative installment in the lonj^-time financial 
results, and is aware of the tendency to exatT‘'rate the signilicance of 
the net income for a single year. Nevertheless, there still exists the 
responsibility for determining net income as fairly as jiossible by sound 
methods consistently applied, and the duty to show it clearly. 

... In accomplishing this objective, it has been deemed desirable 
to provide, by charges in the current income statement, properly 
classified, for all foreseeable costs and losses applicable against current 
revenues, to the extent that they can be measured and allocated to 
fiscal periods with reasonable approximation. In applying this rule, 
inventories on hand or contracted for should be priced in accordance 
with principles recently stated by the committee.^ When such an 
inventory which has been priced in accordance with those principles 
is further written down by a charge to income, either directly or 
through the use of a reserve, current costs are not projierly matched 
with applicable revenues and future charges are correspondingly 
reduced. This process may result in the shifting of profits from one 
period to another without accounting justification. The committee 
is on record that reserves should not be created for the purpose of 
equalizing reported income. 

. .. The committee is therefore of the opinion that inventory re¬ 
serves, such as those created: 

(a) for possible future inventory losses on inventories not on hand 
or contracted for, or 

(b) without regard to any specific loss reasonably related to the 
operations of the current period, or 

^These rules are summarized in Accounting Research Bulletin No, 29. See Chap¬ 
ter 9, pages 243 and 251, for references to this bulletin. 
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(c) for the purpose of reducing inventories other than to a basis 
which is in accordance with generally accepted accounting 
principles, 

are of such a nature that charges or credits relating to such reserves 
should not enter into the determination of net income and that they 
should not be used to relieve the income account of any year.^ 


(S) Reserve for Self-Insurance. A company may face certain risks 
but may not obtain insurance on the theory that the self-absorption of 
losses will prove less expensive in the long run than the cost of insurance 
protection from an insurance company. When a course of self-insurance 
is followed, reserves may be authorized in anticipation of losses that 
may have to be absorbed. 

When self-insurance is considered to involve definitely accruing 
obligations, the accounting for such a course of action would call 
for the recognition of liabilities through charges to periodic reve¬ 
nues; liability balances would absorb losses as they emerge. However, 
a self-insurance plan related to losses or casualties that cannot be 
considered to accrue would call for surplus appropriations; this pro¬ 
cedure would require recognition of the loss as a charge to revenue at 
the time it emerges. 

To illustrate, assume that a construction company decides to assume 
the risks for workmen’s compensation and authorizes the establishment 
of a reserve for costs emerging from this policy. The company is satis¬ 
fied that it can make reliable estimates of the amounts payable under 
compensation claims arising from employee accidents. Under these 
circumstances, it is appropriate to recognize the estimated amounts 
payable under compensation claims at the end of each period by a 
charge to an expense account and a credit to an estimated liability 
account; when pa>Tnents are made in subsequent periods, the liability 
balance is debited and cash is credited. If the claims estimate proves 
to be inadequate or excessive, appropriate correcting entries would 
be required. A sinking fund may be established in connection with a 
self-insured compensation plan for payments to be made under the 
plan. 

On the other hand, assume that a company with a number of 
branches throughout the country decides to act as self-insurer for any 
fire losses and authorizes the establishment of a reserve for possible 
fire losses. Fire damage cannot be considered to accrue; it is a con¬ 
tingency that may or may not occur. A reserve for fire losses could 
under no circumstances be considered an asset valuation account or a 
liability balance. Until a fire occurs no loss has been incurred; the 


^Accouuting Research Bulletin No. 31, “Inventory Reserves,” October, 1947 (New 
York: American Institute of Accountants), pp. 256-257. 
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absence of such a loss in one period does not increase the vulnerability 
to such a loss in the next. Accordingly, any reserve for fire losses must 
be viewed as a part of surplus — retained earnings available to meet a 
possible future contingency. Such a reserve balance must be established 
by a charge to surplus; to charge revenue would be to by-pass profit 
and loss in the recognition of a capital increase. Fire losses would be 
recorded by charges to appropriate loss accounts and credits to the 
property balances. Reserve balances are returned to earned surplus 
to absorb losses that ultimately reach this account. When the reserve 
account is credited for insurance premiums that would otherwise be 
paid and is charged for transfers to earned surplus based upon fire 
losses sustained, the balance in the account will reflect the savings 
accruing to the company as a result of the self-insurance plan. The 
surplus reserve may be funded so that cash will be available for asset 
replacement requirements. 

The two procedures described are illusti-ated below. It is assumed 
that a sinking fund is maintained in each case to meet losses that may 
emerge under the self-insurance plans. 


Transaction 

Self-Insurance Considered to 
Involve Accruable Losses 

Self-Insurance Considered to 
Involve Nonaccruable Losses 

(a) Estimated liability under 
workmen’s compensation 
self-insurance plan. 

(b) Surplus appropriation un¬ 
der fire loss self-insurance 
plan. 

(a) 

Workmen’s Com¬ 
pensation 20,000 

Estimated 

Claims under 

Workmen’s 

Compensation 

Plan (Self- 

Insurance) 20,000 

(b) 

Earned Surplus 20,000 
Reserve for 

Self-Insurance 

Fire Loss . 20,000 

Establishment of sinking fund 
to meet self-insurance plans. 

Workmen’s Com¬ 
pensation Cash 

Fund 20,000 

Cash. 20,000 

Fire Loss Cash 

Fund 20,000 

Cash 20,00C 

(a) Workmen’s compensation 
paid, $15,000. 

(b) Fire loss, asset book value, 
$15,000; building replace¬ 
ment cost, $23,500, paid 
$15,000 from sinking fund 
and $8,500 from regular 
cash balance. 

(a) 

Estimated Claims 
under Workmen’s 
Compensation 

Plan (Self- 

Insurance) . 15,000 

Workmen’s 

Compensation 

Cash Fund .. 15,000 

(b) 

FireLoss .15,000 

Allowance for 

Depreciation of 

Buildings .. 6,500 

Buildings 21,50( 

Reserve for Self- 
Insurance — Fire 

Loss. 15,000 

Earned Sur¬ 
plus. 15,00' 

Buildings . 23,500 

Fire Loss Cash 

Fund. 15,00 

Cash . . 8,50 
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SURPLUS APPROPRI¬ 
ATIONS TO DESCRIBE 
BUSINESS PURPOSES 
SERVED BY RETAINED 
EARNINGS 


Corporate officials may authorize appropria¬ 
tions to show the use of retained earnings 
within the business. For example, assume 
that profitable operations over a period of 
years have enabled a company to make significant expansion in its 
plant and equipment. Instead of continuing to report total accumu¬ 
lated earnings as earned surplus, which may be interpreted by stock¬ 
holders as amounts available for distribution as dividends, the company 
may authorize transfers from earned surplus to an appropriated surplus 
account that describes the utilization of past earnings for plant and 
equipment expansion purposes. A permanent increase in a company’s 
working capital position may likewise suggest an appropriation of 
earnings. Such appropriations may be carried forward indefinitely. On 
the other hand, the company may wish to effect a permanent capitaliza¬ 
tion of such retained earnings. Accordingly, appropriated surplus 
balances may be returned to earned surplus; transfer of earned surplus 
to paid-in capital can then be effected by means of a stock dividend or 
other appropriate action. 


The American Accounting Association Com¬ 
mittee on Concepts and Standards Under¬ 
lying Corporate Financial Statements has 
taken issue with the general practice of ear¬ 
marking surplus through the appropriation procedure. It feels that 
such a practice may serve to confuse and mislead readers of the state¬ 
ment. When surplus has been retained as a matter of managerial policy 
for purposes of prospective or accomplished reinvestment of earnings 
or to provide for possible future losses, the Committee feels that such 
objectives can best be explained by properly descriptive narrative 
material accompanying the statements. The Committee points out that 
managerial policy arises from a number of complex factors; the equity 
section of the balance sheet is hardly the most practical vehicle for the 
description of such policy. When surplus is retained as a result of legal 
or contractual requirement, the facts would best be displayed in foot¬ 
note or narrative form where permissible. In those instances where a 
formal surplus appropriation is required by law or contract, the Com¬ 
mittee would recommend abandonment of the term “reserve,” whose 
specialized meaning here may be at variance with public usage, and 
would substitute terminology that adequately describes the restrictions 
upon the use of retained earnings. 

In considering the problems presented by reserves and retained 
income, the Committee submits the following recommendations: 


OBJECTIONS TO 
SURPLUS 
APPROPRIATION 
PROCEDURES 
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1. The term reserve’* should not be employed in published 
financial statements of business corporations. 

2. The reserve section” in corporate balance sheets should be 
eliminated and its elements exhibited as deduction-from-asset, or 
liability, or retained income amounts. 

3. Appropriations of retained income should not be made or dis¬ 
played in such a manner as to create misleading inferences. 

(a) Appropriations of retained income which purport to reflect 
managerial policies relative to earnings retention are ineffective, and 
frequently misleading, unless all retained income which has in fact 
been committed to operating capital is earmarked. Partial appropria¬ 
tion fosters the implication that retained earnings not earmarked are 
available for distribution as dividends. 

(b) Appropriations of retained income required by law or contract 
preferably should be disclosed by fool note. If required to be displayed 
as balance sheet amounts, such appropriations should be included in 
the proprietary section. 

(c) Appropriations of retained income reflecting anticipated future 
losses, or conjectural anticipated future losses, or conjectural past or 
present losses (when it is not established by reasonably objective 
evidence that any loss has been incurred) preferably should be dis¬ 
closed by footnote. If displayc'd as balance sheet amounts, such 
appropriations should be included in the pro; ri«dary section. 

(d) In any event, whenever appropriations an* exhibited in a 
balance sheet, the retained income (excluding amounts formally 
capitalized) should be summarized in one total. 

4. The determination of periodic earnings is not affected by the 
appropriation of retained income or the restoration of such appropri¬ 
ated amounts to unappropriated retained income.^ 

There can be little objection to the position taken by the American 
Accountino; Association Committee. 

THE SURPLUS All persons who desire to be completely in- 

STATEMENT formed on the financial position and the finan¬ 

cial progress of a corporation will require full information accounting 
for the ('hange in corporation surplus balances on suc(*essive balance 
sheets. When the change in surplus for the period van be explained 
by simply considering profits and dividends, a reconciliation of surplus 
can be provided in the surplus section of the balance sheet. Ordinarily, 
however, there ai-e a number of factors to be recognized in accounting 
for the change in surplus. When this is the case, a separate surplus 
statement is prepared. 

The nature and form of the surplus statement depends upon the 
method of treating extiaordinary items and con*ections. When these 
items are not reported on the income statement but are considered as 

^Supplementary Statement No. 1, “Reserves and Retained Income,” December 31, 
1950 (Urbana: American Accounting Association), statement reprinted in The Ac¬ 
counting Revieiv, April, 1951, pp. 152-156. 
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affecting surplus directly, this detail is reported on the surplus state¬ 
ment. The surplus statement is relieved of considerable detail when 
the income statement includes extraordinary items and corrections. 
When changes have taken place in paid-in and revaluation surplus 
balances, separate statements may be prepared to explain the changes 
in each of these classes of surplus. 

Although the forms of the surplus statements vary greatly, the 
following rules should be observed in surplus statement construction: 

(1) Paid-in, appraisal, and earned surplus changes should be displayed 
separately. 

(2) The opening figures should agree with the balance sheet balances 
at the beginning of the period; the final figures should agree with the 
ending balances. 

(3) Earned surplus should be clearly divided into appropriated and un¬ 
appropriated sections. 

(4) Items should be classified and listed in some consistent order. 

On this and the following page are illustrated the income statement 
in current operating performance form, that is, in the form not in¬ 
cluding extraordinary items and corrections, and the paid-in surplus 
statement and the earned surplus statement accompanying this income 
statement. 


GENERAL MANUFACTURING COMPANY 
Income Statement 
Fok Year Ended December 31, 1953 

Sales .$1,500,000 


Net income for year . $ 120,000 

Income Statement in Current Operating Performance Form 


GENERAL MANUFACTURING COMPANY 
Paid-In Surplus Statement 

_ For Year Ended December 31, 1953 _ 

Balance of surplus arising from sale of no-par stock in excess of stated 

value prior to January 1, 1953.$260,000 

Add increase arising from sale of treasury stock, cost $20,000, at 

$36,000 in 1953. 16,000 

Total paid-in surplus, December 31,1953, per balance sheet. $276,000 

Paid-In Surplus Statement to Accompany an Income Statement 
in Current Operating Performance Form 

With a revaluation surplus balance, a separate statement could be 
prepared to summarize changes in this class of surplus. 
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GENERAL MANUFACTURING COMPANY 
Earned Surplus Statement 
For Year Ended December 31, 1953 


Appropriated earned surplus: 

Reserve for purchase of treasury stock, bal¬ 


ance, January 1, 1953 . $60,000 

Deduct return to earned surplus of earnings 
previously restricted upon sale of treasury 
stock in 1953 (see below'^. 20,000 $ 40,000 

Appropriation for contingencies, balance, 

January 1, 1953 . $50,000 

Add appropriation in 1953 (see below). . . . 35,000 85,000 


Total appropriated earned surplus, December 31,1953. $125,000 


Unappropriated earned surplus: 


Balance, January 1, 1953 . $200,000 

Add: Net income for 1953 per income statement ... 120,000 

Gain on sale of securities . 35,000 

Transfer from appropriation for purchase of 
treasury stock (see above). 20,000 


$375,000 


Deduct: Loss on sale of equipment. $ 5,000 

Organization costs written off . . . 40,000 

Corrections in profits of prior 
periods: 

Understatements of deprecia¬ 
tion charges, 1950-1952. 20,000 

Cash dividends. 50,000 

Transfer to appropriation for con¬ 
tingencies (see above). 35,000 


150,000 


Total unappropriated surplus, December 31,1953 


225,000 


Total earned surplus, December 31, 1953, per balance sheet . $350,000 


Earned Surplus Statement to Accompany an Income Statement 
in Current Operating Performance Form 


Assuming preparation of the income statement in “all-inclusive'^ 
form, this statement and the accompanying surplus statement might 
be prepared as follows: 
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GENERAL MANUFACTURING COMPANY 
Income Statement 
For Year Ended December 31, 1953 


Sales. $1,500,000 



Net income for year. $ 120,000 


Add extraordinary gains, other increases: 

Gain on sale of securities. 35,000 


$ 155,000 

Deduct extraordinary losses, other decreases: 

Loss on sale of equipment. $ 5,000 

Organization costs written off. 40,000 

Corrections in profits of prior periods: 

Understatement of depreciation charges, 1950-1952 20,000 65,000 

Increase in earned surplus. $ 90,000 

Income Statement in All-Inclusive Form 


GENERAL MANUFACTURING COMPANY 
Surplus Statement 
For Year Ended December 31, 1953 




Earned Surplus 


Paid-In 

- 

-- 


'Surplus 

Appro- 

Unappro- 

Balances, January 1, 1953. 

i 

$260,000 

printed 

$110,000 

priated 

1 

$200,000 

Sales of treasury stock, cost $20,000, for 

$36,000 in 1953. 

Increase in earned surplus for year per 

income statement. 

Cash dividends. 

Earnings appropriated for contingencies i 

16,000 

35,000 

90,000 

(50,000) 

1 (35,000) 

Return to earned surplus of earnings 
previously restricted through owner¬ 
ship of treasury stock.1 


(20,000) 

20,000 

Balances, December 31,1953, per balance 
sheet . i 

$276,000 1 

$125,000 

$225,000 


Surplus Statement to Accompany Income 
Statement in All-Inclusive Form 


If there were a revaluation surplus balance, a separate column could 
be included on the surplus statement to summarize changes in this 
class of surplus. 
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The principles of balance sheet form and 
content discussed in preceding chapters are 
illustrated in the balance sheet for the General Manufacturing Com¬ 
pany on pages 706 and 707. Special attention is directed to the balance 
sheet capital section, which is related to the supporting income and 
surplus statements just illusti-ated. 

The following points in the capital section of the balance sheet 
deserve special attention: 


(1) The various classes of capital stock are reported separately and 
described in detail, and information is offered concerning amounts 
authorized, issued, and held in the treasury. 

(2) The first preferred stock is convoilible into common at the option 
of the stockholders on the basis of three shares of common for each 


share of first preferred. Shares of unissued common stock have been 
set aside to provide for such conversions. 

(3) The items making up paid-in surplus and appropriated earned 
surplus are reported individually, although one frequently finds related 
balances combined and single totals reported for the.se classes of surplus 
on the balance sheet. 

t4) In complying v ith legal requirements, the corporation has reported 
earned surjjlus equivalent to the cost of common stock reacquired 
and still held as a reserve for treasury stock. 

A reference to the notes accompanying financial statements would 
appear at the bottom of each accounting statement. 


SPECIAL Reference is frequently made to two measure 

m^'nts that are ba.sed upon corporate state- 
ment data: (i) hook value per share, as 
indicated by the balance sheet and (2) earn¬ 
ings per share, as indicated by the income statement. I’hese measure¬ 
ments are of particular interest to stockholders, both present and 
prospective. The nature of these measurements and the problems 
involved in their calculation are described in the remaining pages of 
this chapter. 


BOOK VALUE Share book value is the dollar equity of each 

PER SHARE share in corporate capital. It is the amount 

that would be paid to each shareholder assuming corporate liquidation 
and the realization of assets in amounts equal to values reported on the 
books. 

When only one class of stock is outstanding, the calculation of book 
value is a simple matter: total corporate capital is divided by the 
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GENERAL MANUFAC- 


Balance 

December 


Assets 



Current assets: 

Cash on hand and on deposit. 

$ 

54,000 

U. S. Government securities at cost (market, $87,500) 
Trade notes and accounts receivable — less allow- 


86,000 

ance for bad debts, $2,600 

Inventories (valuation at cost or market, whichever 
is lower, cost being calculated by the first-in, first- 
out method): 


180,000 

Raw materials and supplies 

$ 185,000 


Goods in process 

201,000 


Finished goods 

190,000 

576,000 

Loans, advances, and accrued income items 
Prepayments including taxes, insurance, and sundry 


20,000 

items . 


14,500 

Total current assets 

Investments: 

Sinking fund consisting of U. S. securities to be used 

$ 

930,500 

for property additions 

$ 250,000 


Investment in land not currently in us'^ 

110,000 

360,000 

Plant and equipment: 

Property, plant, and equipment, at cost 

$1,285,000 


Less allowances for depreciation 

580,000 

655,000 


Intangible assets: 

Patents, copyrights, and goodwill — less amortiza- 


tion (See Note A) 



120,000 

Deferred charges: 

Unamortized bond discount and expense 

$ 

15,000 


Deferred developmental costs (See Note B) 


40,000 

55,000 

Other assets: 

Advance payments on equipment purchase contracts $ 

25,000 


Long-term receivables 


22,500 

47,500 


Total assets. $2,168,000 


The Accompanying Notes A through F Are 
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TURING COMPANY 
Sheet 

31, 1953 _ 

_and Capital - 

Current liabilities: Liabilities 

Notes and accounts payable. 

Estimated income taxes payable for current and p)rior years. 

Accrued payrolls, interest, social security, and general taxes .... 

Serial debenture bonds due May 1, 1954. 

Customers' deposits and credit balances, and sundry items. . . . 

Total current liabilities. 

Long-term debt: 

Twenty-year 3first mortgage bonds. $ 250,000 

Serial 3^-^/;, debenture bonds due May 1, 1955, to 

May 1, 1963, inclusive. 180,000 

Estimated employee pensions payable (See Note C). 

Deferred credits: 

Deferred leasehold income extending to Jan. 1, 1965 (See Note D) 

Contingent liabilities (See Note E). 

Total liabilities. 


Paid-in capital: 


Capital 


First preferred stock, cumulative and convei lible 
into common, par $25, 10,000 shares authorized, 

8,000 issued. 

Second preferred 6V( stock, cumulative and redeem¬ 
able, par $10, 50,000 shares authorized, 30,000 

issued (See Note F).. 

No-par common stock, stated value $5, 100,000 
shares authorized, 24,000 shares reserved for con¬ 
version of first preferred, 60,000 shares issued 
(treasury stock reacquired, 5,000 shares - de¬ 
ducted below). 


Paid-in surplus: 

Resulting from sale of common stock in 


excess of stated value.$260,000 

Resulting from sale of treasury stock... . _16,000 

Total paid-in capital. 

Earned surplus: 

Appropriated: 


For purchase of treasury stock. . $40,000 

For contingencies. $125,000 

Unappropriated. 225,000 

Total earned surplus. 


Less common treasury stock, at cost (5,000 shares 

acquired at $8). 

Total capital. 

Total liabilities and capital. 


$ 200,000 

300,000 


300,000 

$""800,000 


276,000 

$r,076,000 


350,000 

$1,426,()00 


40,000 


$ 52,500 

62,000 
23,500 
20,000 

_24,000 

$ 182,000 


430,000 

60,000 

110,000 

$ 782,000 


1,386,000 

$2,168,000 


AN Integral Part of this Financial Statement. 
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GENERAL MANUFACTURING COMPANY 
Notes to Financial Statements — Year Ended December 31, 1953 

Note A: Intangible assets are being written off over the period of their 
estimated useful life, with the exception of goodwill, which is carried 
at its original cost, $75,000. The balance of organization costs, 
$40,000, was written off during the year. 

Note B: Certain research and developmental costs in 1952 and 1953 relating 
to new products that will be marketed beginning in 1954 have been 
deferred and will be charged to subsequent operations. 

Note C: The liability under the Company pension plan has been calculated 
on the basis of actuarial studies. 

Note D: The Company leased Market Street properties for a fifteen-year 
period ending January 1, 1965. Leasehold payment received in 
advance is being recognized as income over the lifetime of the lease. 

Note E: The Company is contingently liable on guaranteed notes and ac¬ 
counts totaling $40,000. Also, various suits are pending on which 
the ultimate legal responsibility cannot be determined. In the 
opinion of counsel and management, such liability, if any, will not 
be material. Retained earnings have been appropriated for con¬ 
tingencies in anticipation of possible losses. 

Note F: Second preferred stock may be redeemed at the option of the board 
of directors at 12i plus accrued dividends on or before December 31, 
1955, and at gradually reduced amounts but at not less than 10^ 
plus accrued dividends after January 1, 1961. 


number of shares of stock in the hands of stockholders. When stock 
has lieeri reacquired and a treasury stock account reports a debit bal¬ 
ance, this balance should be subtraded from the sum of capital stock 
and surplus in arriving at (*orporate capital, and the number of shares 
represented by the treasury stock should be subtracted from the 
number of shares issued in arriving at the number of shares outstanding. 
When shares of stock have been subscribed for but are unissued, the 
value of capital stock subscribed should be included in summarizing 
total capital and the number of shares subscribed should be added to 
the numl)er of shares issued and outstanding for purposes of the book 
value calculation. 

To illustrate the computation of book value when there is only one 
class of stock, assume capital accounts for the Mosich Corporation as 
shown at the top of the opposite page. 

The book value per share of stock is calculated as follows: 

$2,125,000 (total capital) 115,000 (shares issued, 100,000, plus shares 

subscribed, 20,000, minus treasury shares, 5,000) = $18.48. 

When there are both prefeired and common shares, it is first nec¬ 
essary to determine the portion of the capital identified with the pre- 
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Capital stock, 100,000 shares issued, par $10 (5,000 shares re¬ 
acquired and held in treasury — see below) . 

Capital stock subscribed, 20,000 shares . 

Paid-in surplus . 

Earned surplus; 

Appropriated. $200,000 

Unappropriated. 450,000 


$1,000,000 

200,000 

350,000 


650,000 


$2,200,000 

Less stock reacquired and held in treasury, 5,000 shares, 
reported at cost . . 75,000 

Total capital. $2,125,000 


ferred shares. The portion of capital I’elated to preferred shares vhen 
subtracted from total capital gives the portion of capital related to 
the common shares. The capital i-elated to preferrei! shares divided 
by the number' of preferr-ed shares gives the l>of)k value of pr'eferred 
shares. The capital r'elated to common shar'es divided by the number 
of common shares gives the book value of common shai'es. 

The portion of capital r-elated to prefer'r'''>d shares would be that 
portion distributable to prefer'r'ed stockholders in the t'vent of corporate 
liquidation. The capital relating to pi'efer'red shares calls for considera¬ 
tion of the following items: 

Liquidation rahte. Preferred shares may have a liquidatirrg value 
equal to jrar', to pai' plus a pi'emium, or- to an arbitr'ai'y dcdlar amount. 
C’apital equal to this liquidating value for the number' of ])refen'ed 
shar'es outstanding should be assigned to preleri'ed. A preferred call 
price, when this differs from the amount to be jraid to prefer'red stock¬ 
holders upon liquidation, would not be applica})le for purposes of the 
book value computations; r-edemption of pi'cfei'n'd stock is not obliga¬ 
tory, hence redemption values ar'e not opei'ative in the assumption of 
liquidation and the full apportionment of values between pi’eferred and 
common stockholders. 

Dividend rights, (aj Preferred stock may ha\'e cei'tain rights in 
corporate sui'plus as a r'esult of special dividend privileges. For ex¬ 
ample, pi'eferred shares may be entitled to dividends rrot yet declared 
for a portion of the cur-rent year, assuming liejuidation; here a portion of 
surplus ecjual to the requir'ements would be r-elated to pr'eferred shares, 
(b) Preferred stock may be cumulative with dividends in arrears. Upon 
liquidation, when preferr-ed stockholders are entitled to dividends in 
an-ears regardless of any surplus or deficit balance reported on the 
books, then capital equivalent to the dividends in arrears is assigned to 
preferred shares even though this means the impairment or the elimina- 
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tion of any invested capital equity relating to common stockholders. 
When preferred stockholders are entitled to dividends in arrears only 
in the event of available surplus, as much surplus as is available but 
not in excess of such dividend requirements would be related to pre¬ 
ferred stock, (c) Preferred stock may be participating. When a balance 
of surplus is subject to distribution on a participating basis, the basis of 
participation should be applied to surplus and the portion distributable 
to preferred stock should be assigned to this equity. 

The computation of book values for preferred and common shares 
is illustrated in the series of examples that follow. Examples are based 
upon the capital of the Maxwell Corporation on December 31, 1953, 
which follows; 


6% Preferred Stock, 10,000 shares, par $50. $ 500,000 

Common Stock, 100,000 shares, par $10 . 1,000,000 

Earned Surplus. 250,000 

Total Capital . $1,750,000 


Example 1. Assume that preferred dividends have been paid to 
July 1, 1953. Preferred stock has a liquidating? value of $52 and is 
entitled to current unpaid dividends. Book values on December 81, 
1953, would be developed as follows: 


Total capital. $1,750,000 

Capital identified with preferred: 

Liquidation value, 10,000 shares @ 52. $520,000 

Current dividends, 3 of $500,000.. 15,000 535,000 

Balance - capital identified with common. $1,215,000 

Book values per share: 

Preferred: $ 535,000 10,000. $53.50 

Common: $1,215,000 100,000. $12.15 


Example 2, Assume that preferred stock has a liquidating value 
of $52. l^refcn-ed is cumulative, with dividends 5 years in arrears on 
December 31, 1953, that must be paid in the event of liquidation. 
Book values would be developed as follows: 


Total capital. $1,750,000 

Capital identified with preferred: 

Liquidation value, 10,000 shares (^52. $520,000 

Dividends in arrears, 30% of $500,000. 150,000 670,000 

Balance — capital identified with common . $1,080,000 

Book values per share: 

Preferred: $ 670,000 10,000. $67.00 

Common: $1,080,000 100,000. $10.80 
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Example 3. Assume that preferred stock has a liquidating value of 
par. Preferred is cumulative with dividends 10 years in arrears on 
December 31,1953, that are fully payable in the event of liquidation 
even though impairing the invested capital of the common group. 
Book values would be developed as follows: 


Total capital. $1,750,000 

Capital identified with preferred: 

Liquidation value, 10,000 shares (&, 50. $500,000 

Dividends in arrears, 60'of $500,000. 300,000 800,000 

Balance — capital identified with common. $ 950,000 

Book values per share: 

Preferred: $800,000 10,000. $80.00 

Common: 950,000 ^ 100,000. $ 9.50 


Example Assume that preferred stock has a liquidating value of 
par. A preferred dividend of $1.50 has been mid for the first half of 
1953, but no common dividends have been declared or paid. Preferred 
stock is entitled to full participation ratably with common stock after 
common stock has received the preferred rate. 

The portions of the surplus relating to the preferred and common 
issues on December 31, 1953, are calculated as follows: 

To To 

Prefer rp:d Common 

Balance of surplus.$250,000 

Less current dividend recjuircments on 

preferred, 3% of $500,000. 15,000 $15,000 


$235,000 

Less current dividend recjuirements on 

common, 6 % of $1,000,000. 60,000 $60,000 

$175,000 

Balance of surplus, distributable ratably 
to preferred and common, 11.6667% 

($175,000, earnings available to both 
classes $1,500,000, par value of 
stock of both classes). Distributable 
to preferred, 11.6667% of $500,000. . 58,333 58,333 


Distributable to common, 11.6667% 
of $1,000,000.$116,667 116,667 


Totals to common and preferred 


$73,333 $176,667 
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Book values may now be developed as follows: 

Total capital $1,750,000 

Capital identified with preferred: 

Liquidation value, 10,000 shares (g 50 $500,000 

Current dividends and surplus m participation 

with common 73,333 573,333 


Balance capital identified with common 


$1,176,667 


Book values per share 

Preferred: $ 573,313 - 10,000 $57.3! 

Common: $1,176,667 - 100,000 $11.77 

The nature and the limitations of the share book value measure¬ 
ments should be fully aiipreeiated in the use of these data. Share book 
values are developed from the values as reported on the books. Further¬ 
more, calculations require the assumption of liquidation in the alloca¬ 
tion of amounts to the several classes of stock. Book values of property 
items on the accounting records may vary materially fj’om the present 
worth of such properties. Moreover, book values of property items are 
stated in terms of the “going concern”; the full implications of a 
"quitting concern” approach would call for many significant changes 
in property values as reported by the books. Share book yalues simply 
offer a measurement of the nc^t assets related to each share in terms of 
the yaluation employed on the accounting statements. 

The redemption yalue of preferred stock and its claim upon surplus 
in the event of liquidation is of significance to both common and 
preferred stockholders. Clear disclosure of the special rights relating 
to preferred stock should be provided on the balance sheet if stock¬ 
holders are to be fully informed concet ning their equities in the coipora- 
tion. 


EARNINGS PER The eamings per share measurement is the 

SHARE amount earned during the cour.se of the period 

on each share of the capital stock outstanding. This measurement is 
frequently sought as an index of stock worth. It is also used in judging 
the dividend policies of the company, the earnings per share being 
compared with the dividends paid per share during an accounting 
period. 

When only one class of stock is outstanding, the entire profit is 
identified with these shares; profit, then, divided by the number of 
shares of stock outstanding gives the earnings relating to each share. 
When preferred and common shares are outstanding, a portion of the 
earnings would have to be identified wdth preferred stock and the 
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balance with common stock. In dividing the earnings, the special 
claims that preferred shares have upon earnings must be considered. 
Earnings relating to each class of hhares divided by the number of 
shares outstanding gives the amount earned per share in that class. 

To illustrate per-share earnings calculations, assume net income of 
$1,500,000 and stock of a single class outstanding consisting of 1,000,000 
shares. Per-share eai nings are calculated as follows: 

$1,500,000 

■i:0()0,000 = P"’’ 

However, assume the same earnings but two classes of stock out¬ 
standing as follows: O'},', preferred stock, par $100, 10.000 shares; and 
common stock, 1,000,000 shares. Preferred is cumulative and non¬ 
participating. Earnings })er shai-e on common an' calculated as follows: 

Net income $1,500,000 

Less di\idend requirement-, on prelerred shares, 6', of 

$1,000,000 . 60,000 

Net income identified with common shares after deduction 

of earnings identified with preferred shares . $1,440,000 

Per-share earnings on common; ■[■()(,= $1.44 per share 

When preferred stock participates in earnings in excess of the stated 
preferred rate, appropriate recognition of such participation features 
are required in developing per-shan' etirnings. 

When earnings per share are calculated in terms of the number of 
shares outstanding at the end cif the period and thei-e hat e been changes 
in the number of shares outstanding during the pt'iiod as a result of 
additional stock is.suc, .stock dividends, .split-ups, etc., per-share earn¬ 
ings data should be accompanied by a .summary of the changes in shares 
that took place during the period and the implication.-, of the.se changes. 

In calculating per-.shai e earnings the question arises as to whether 
earnings should include extraordinary items and corrections in profits 
of prior periods or whether the earnings amount .should be limited to the 
result of normally recurring items. It w ould seem that when accounting 
statements develop a net income balance in terms of normally recurring 
items and report special and nonrecurring items separately on the 
income statement or as changes in surplus on the surplus statement, two 
per-share measurements would be called for: (1) per-share earnings 
before special charges and credits for the period, and (2) per-share 
effects of special charges and credits recognized during the period. This 
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proposal is made by the American Institute Committee on Accounting 
Procedure in Accounting Research Bulletin No. 32 where it comments 
as follows: 

In its deliberations concerning the nature and purpose of the in¬ 
come statement, the committee has been mindful of the disposition 
of even well-informed persons to attach undue importance to a single 
net income figure and to earnings per share*' shown for a particular 
year. The committee directs attention to the undesirability in many 
cases of the dissemination of information in which major prominence 
is given to a single figure of ''net income" or "net income per share." 
However, if such income data are reported (as in newspapers, investors* 
services, and annual corporate reports), the committee strongly urges 
that any determination of "income per share" be related to the amount 
reported as net income, and that where charges or credits have been 
excluded from the determination of net income, the corresponding 
total or per share amount of such charges and credits also be reported 
separately and simultaneously.^ 

QUESTIONS 

1 . Describe each of the following: (a) valuation reserve, (b) liability 
reserve, (c) surplus reserve. 

2. (a) What criticisms have been made of the term "reserve"? (b) What 
position has been taken by the American Institute of Accountants and by 
the American Accounting Association with respect to the use of the term? 
(c) What position would you take with respect to use of the term? What 
substitute terms would you employ? 

3. Approfiriations limiting the use of surplus may arise from (a) legal 
requirements, (b) contractual requirements, and (c) managerial policy. 
Give an example of each of the above. 

4. What is meant by a funded reserve? 

5. (a) Describe the accounting procc'dure that is followed to establish: 

(1) A reserve to reduce the inventory reported at cost to a lower market. 

(2) A reserve to record the estimated loss on purchase commitments. 

(3) A reserve to record a possiblo future loss on merchandise on hand. 

(b) What ultimate disposition should be made of the reserve in each of the 
cases listed? 

6. A stockholder of Michel, Inc. does not understand the purpose of the 
Reserve for Bond Sinking Fund that has been set up by periodic appropria¬ 
tions from Earned Surplus. He is told that the bonds will not be redeemed 
from this reserve at maturity, (a) What account will be reduced by the 
payment of the bonds? (b) What purpose is accomplished by the Reserve 
for Bond Sinking Fund? (c) What possible dispositions may be made of 
the reserve? 

7. (a) Describe a general purpose contingency reserve, (b) How should 
it be established? (c) Assuming that certain contingencies materialize 
and that significant losses are incurred, how would you recommend that 

^Accourjiing Research Bulletin No. 32, ‘Tncome and Earned Surplus,” December 
1947 (New York: American Institute of Accountants), p. 264. 
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these be recorded, and what ultimate disposition should be made of the 
reserve balance? 

8. Management of the Rossmore Co., considering the possibility of a 
strike by employees, authorized the establishment of a reserve for con¬ 
tingencies at the end of 1952 by a charge to revenue. The strike was called 
in 1953, and company losses incurred to the date of the strike settlement 
were charged against the reserve. The company management points out 
that it exercised good judgment in anticipating strike losses and providing 
a cushion for such costs. What criticism, if any, can you offer to the 
accounting procedures that were followed by the company? 

9. (a) What is meant by self-insurance? (b) Describe the accounting 
I)rocedures in considering possible future charges and in recognizing such 
charges when they occur assuming that (1) self-insurance is considered to 
involve accruable losses and (2) self-insurance is considered to involve 
nonaccruable losses. 

10. (a) Under what circumstances, if any, can a valuation allowance be 
established out of earned surplus? (b) Under what circumstances, if any, 
can a surplus reserve be established from current revenues? 

11. What objections are made by the American Accounting Association to 
the appropriation of retained income to reflect managerial policies relative 
to earnings? 

12. The Carrabino Co. reports appropriations as a subtraction from net 
income at the bottom of the income statement. When an appropriated 
surplus balance is returned to retained income, it is reported as an addition 
to net income on the income statement. What objections, if any, would 
you raise to such a practice? 

13. State where each of the following accounts will appear on the balance 
sheet: 


(a) Reserve for Contingencies 

(b) Reserve for Doubtful Accounts 

(c) Reserve for Possible Inventory 

Decline 

(d) Reserve for Self-insurance- 

Fire Loss 

(e) Reserve for Bond Retirement 

(f) Reserve for Income Taxes 

(g) Reserve for Plant PIxpansion 

(h) Reserve for Increased Invest¬ 

ment in Plant Assets 


(i) Reserve for Depletion 

(j) Reserve for Redeemable Coupons 

Outstanding 

(k) Reserve for Repairs and Replace¬ 

ments 

(l) Reserve for Purchase of Treasury 

Stock 

(m) Reserve for Personal Injury 

Claims Pending 

(n) Reserve for Unrealized Plant Ap¬ 

preciation 


14. Define share book value. What problems arise in the calculation of 
share book value when stock outstanding consists of both preferred and 
common shares? 

15. Define per-share earnings. What problems arise in the calculation of 
per-share earnings when stock outstanding consists of both preferred and 
common shares? 
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16. How would you recommend that per-share earnings be reported when 
the increase in earned surplus accrues from both normally recurring items 
and extraordinary items that are material in amount? 

17. Which of the following transactions result in a change in total 
capital? What is the nature of the change? 

(a) Declaration of a cash dividend on capital stock. 

(b) Payment of a cash dividend on capital stock. 

(c) Retirement of bonds payable for which both a sinking fund and a 
reserve had been accumulated. 

(d) Declaration of a stock dividend. 

(e) Payment of a stock dividend. 

(f) Conversion of bonds payable into preferred stock. 

(g) The passing of a dividend on cumulative preferred stock. 

(h) Donation by the officers of shares of stock. 

(i) Operating loss for the period. 

18. How would you report the following items: (a) dividends in arrears 
on cumulative' preferred stock, (b) unclaimed bond interest and unclaimed 
dividends, (c) slock purchase rights issued but not exercised as of the 
balance sheet date, (d) stock that is callable at the option of the corpora¬ 
tion at a premium? 


EXERCISES 

1 . As a result of an agreement with bondholders, the Barney Co. is 
required to approi)riate (‘arnings of $200,000 at the end of each calendar 
year for the years 1948 1952. At the beginning of 1953, upon liquidation 
of the bonded indebtedness, the surplus.appropriation is canceled. This is 
followed by the declaration and the issue of a 50^\ common stock dividend 
on 250,000 shares of common stock outstanding, par $10. Surplus is 
charged for the stock dividend at par. What entries are required for 
(a) periodic api)ropriations, (b) cancellation of the reserve in 1953, and 
(c) capitalization of surplus by means of the stock dividend. 

2. A physical inventory taken by the Bernard Co. on December 31, 
1953, discloses goods on hand with a cost of $315,000; the inventory is 
recorded at this figure less an allowance of $12,500 to reduce it to the lower 
of cost or market. At the same time, the company establishes a reserve 
for possible future inventory decline of $100,000. (a) Give the entries to 
be made at the end of 1953 in recording the inventory and establishing the 
reserve as indicated, (b) Give the entries in 1954 to close the beginning 
inventory and res(*rvc‘ balances established at the end of 1953, assuming 
that the estimated inventory decline does not materialize and that the 
inventory at the end of 1954 is pro])erly reported at cost, which is lower 
than market, (c) Give the entries in 1954 to close the inventory and re¬ 
serve balances established at the end of 1953 if a decline in the value of 
the December 31, 1953, inventory of $125,000 is to be recognized; the 
inventory at the end of 1954 is properly reported at cost, which is lower 
than its market at this date. 
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3. Suits for damages totaling $100,000 are pending against the Swift Co. 
on December 31, 1953. Counsel for the company advises that losses on 
such suits, if any, should not be material. However, company manage¬ 
ment establishes a reserve of $100,OOo to meet any possible loss from this 
source. All of the suits are sealed in 1954, payments of $14,500 being 
made. Give entries to record (a) establishment of the reserve in 1953, 
(b) payments made in 1954, (c) cancellation of the reserve in 1954. 

4. State for each of the following whether it is a valuation, liability, or 
surplus reserve and give the entry wherebv the reserve is established. 

Va) Reserve for Amortization of Paients 

(b) Reserve for Federal Income Taxes 

(c) Reserve for Possible Inventory Deciine 

(d) Reservm for Rev^aiuation of Idiint end Equipment 

(e) Reserve for Containers Out 

(fy Reserve for Obsolete I^lerchandise 

(g) Reserve for Self-insurance — Fire Loss 

(h) Reserve for Payments under Employee' Retirement Plan 

(i) Reserve for Sales Discounts 

(j) Reserve for Plant Expansion 

(k) Reserve to Meet Claims on Product Guarantees 

(l) Reserve for Purchase of Treasury Stock 

(m) Reserve for Premium Claims Outstanding 

(n) Reserve for Redeemable Purchas(‘ Orders < >utstanding 

(o) Reserve for Depreciation Appraisal Increase 

(p) Reserve for Repairs and Replacements 

(q) Reserve for Contingcmcies 

(r) Reserv^e for Claims Arising fiom Comi)any Defaults on Contracts 

(s) Reserv^e for Vacation Pavnumts to Eni|doyees 

(t) Reserve for Repairs to Phint and Eciuipmcmt Items 

5. The Weisfield Co. rc*])()rls a]>j)roi>riatcd sur[)lus on its balance sheet at 
the end of 1953 at $480,000. Analysis ol th(‘ acc'ount balances in support 
of this total discloses the following: 

Reserv e for contingencies — to meet estiriiatfHl clanns arising 

from accidents in IflT):! for w'hich the company is liahl(> $ 32,500 

Reserve for self-insurance -tire loss to meet fiossihh^ 
future fire losses as a result ol self-insuranc(' on this con¬ 
tingency 30,000 

Reserve for pensions - to meet estimated jitmsion costs 

arising from contracts with employees 310,000 

Reserve for revaluation of plant properties arising Porn 

asset appraisal incr(*ases 8.),000 

Reserve for possible declines on marketable securities to 

meet possible future losses on marketable securities held 20,000 

Reserve for plant rehabilitation costs to meet costs of re¬ 
habilitating plant at termination of lease in accordance 
with contractual requirements. 12,500 

$480,000 

Which of the above items, if any, would you exclude from the appro¬ 
priated surplus classification? Stale how you would classify such items. 




718 


INTERMEDIATE ACCOUNTING 


[Ch. 23 


6. Name the errors in the entries shown below: 

Earned Surplus 

(a) Dividends declared to common (d) Appraisal of fixed assets, 

stockholders. (e) Net profit for year. 

(b) Allocation to Reserve for Bond (f) Gain from sale of treasury stock. 
Sinking Fund. 

(c) Sale of stock at a discount. 

Capital Surplus 

(g) Dividends declared to preferred (i) Profit from sale of building, 

stockholders. (j) Reserve for Bond Sinking Fund. 

(h) Correction reducing profit of pre- (k) Premium from sale of bonds, 
vious fiscal period. 

7. Capital accounts of the Palmerville Co. report the following balances: 
Authorized Capital Stock, 100,000 shares, par value $25. . . $2,500,000 

Unissued Capital Stock (20,000 shares). 500,000 

Treasury Stock (2,000 shares, at cost). 60,000 


Paid-in Surplus. 185,000 

Deficit. 280,000 


Calculate the amount of the book value per share of stock outstanding. 
8. Capital balances of Hall, Inc., on December 31, 1953, follow: 

Common Stock, 50,000 shares, par $10. $500,000 

6% Preferred Stock, 5,000 shares, par $25. 125,000 


Paid-in Surplus. 75,000 

Earned Surplus. 50,000 


$750,000 

Calculate the book values per share of preferred stock and common 
stock under each of the following assumptions: 

(a) Preferred stock is noncumulative and nonparticipating, callable at 
$30, and preferred as to assets at $27.50 upon corporate liquidation. 

(b) Preferr3d stock is cumulative, nonparticipating, with dividends in 
arrears for 6 years; upon corporate liquidation, shares are preferred 
as to assets up to par, and must be paid any dividends in arrears 
before distributions may be made to common shares. 

(c) Preferred stock is fully participating with common stock; upon 
corporate liquidation any distributions beyond stock par values are 
to be made ratably on preferred and common shares. 

9. The income statement for the Samson Co. for the year ended Decem¬ 


ber 31, 1953, shows: 

Net income before income taxes. $310,000 

Income taxes. 75,000 

$235,000 

Add extraordinary gain from sale of Springfield branch store 205,000 


$440,000 
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Calculate per-share earnings for 1953 under each of the following 
assumptions: 

(a) The company has only one class of stock, the number of shares out¬ 
standing totaling 200,000. 

(b) The company has shares outstanding as follows: 

5% cumulative, nonparticipating preferred, par $100, 10,000 shares 
Common, par $25, 200,000 shares 


PROBLEMS 


23-1. Accounts of the Jensen Co. after closing on December 31, 1953, 
show the balances listed below. Fi’om this data prepare a balance sheet 
capital .section for the corporation as it would ai)i)ear on December 31. 


Account 

Dr. 

Cb. 

Authorized Capital Stock ($10 par) .' 


750,000 

Bonds Payable. ; 


250,000 

Pond Sinking Fund . i 

190,000 


Capital Stock Subscribed. 1 


40,000 

Current Assets.i 

552,000 


Current Liabilities. 


80,000 

Dividends Payable — Cash . 


12,000 

Dividends Payable — Stock . 


70,000' 

Plant . . 

800,000 


Plant — Increase per Appraisal . 

840,000 


Premium on Stock. . 


35,000 

Reserve for Bond Sinking Fund . 


140,000 ‘ 

-Reserve for Contingencies . 


100,000 i 

Reserve for Customers’ Deposits. . 


15,000 

Reserve for Depreciation of Plant . 


210,000 

Reserve for Depreciation of Plant Increase per Ap¬ 
praisal . . 


85,000 

Reserve for Federal Income Taxes. 


40,000 

Reserve for Purchase of Treasury Stock. 


75,000' 

Surplus from Revaluation of Plant. 


255,000 

Treasury Stock (at par). 

60,000 

45,000 

Treasury Stock Surplus. 


Unappropriated Earned Surplus. 


50,000 

Unissued Capital Stock. 

310,000 



2,252,000 

2,252,000 
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23-2, The Beverly-Bell, Inc. balance sheet on December 31,1953, showed 
the following surplus balances: 

Capital surplus: 


Arising from sale of no-par conmon 
Arising from sale of treasury stock 

$ 36,000 
15,000 

$ 51,000 

Earned surplus: 

Appropriated 

For bond sinking fund 

For plant expansion 

$ 95,000 
30,000 


Unappropriated 

$125,000 

65,000 

190,000 

Total surplus 


$241,000 


An audit of th(‘ corporation’s books one month later disclosed the 
following errors and omissions: 

(1) Mac'hinery purchased Jul.v 1, 1952, for $20,000 has not been depre¬ 
ciated. It is (expected to have a life of 10 years and no salvage value. 

(2) Merchandise received in 1953, but not entered in the purchasi‘ 
journal unlil January 5, 1954, was included in the inventory at the 
end of 1953, $5,000. 

(3) Premium of $700 on tlu' re‘ale of forfeited common stock was 
record(‘d as an operating profit. 

Transactions during 1951 that aflecled th(‘ ca])ital stock and surplus 
accounts were as follows: 

(1) 20,000 shar(‘s of no-par common stock, stated valu(^ $15 a shar(‘, 
were sold for $16 a share. 

(2) The first mortgage bonds were retiri'd, relea.^ing the rescTve for 
bond sinking fund. 

(3) Mac'hinery purchased January 1, 1951, for $16,000 and depreciated 
on the basis of a 15-year life with a $1,000 salvage value was sold 
on July 1, 1954, foi* $9,500, earned surplus being charged for th(‘ 
loss. 

(4) An ap})raisal of land by an a])i)raisal (*ompany showed this i)roperty 
to be worth $45,000 in e\<'ess of original cost. A revaluation on 
the' books w^as appiovcnl In the board of directors. 

(5) The board of directors declared a cash dividend of 5^ on 10,000 
shares of ])ref('rred stock, par $25. 

(6) Organization costs of $6,500 and goodwill of $10,000 were 
written off against earncnl surplus. 

(7) The credit balance in the profit and loss account at the end of 1954, 
after income taxes, was $56,000. 

(8) A iK'w $500,000 bond issue wa.> floated at the beginning of 1954. 
Bonds mature in 20 years. A sinking fund reserve was set up on 
December 31, 1954. Surplus equal to the entire amount of the 
bond issue is to be accumulated by means of equal annual ap¬ 
propriations. 
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(9) Surplus appropriations were authorized as follows: for plant ex¬ 
pansion, $30,000; for possible inventory decline, $50,000. 

Instructions: (1) Give the journal entries to record the foregoing data. 
(The corporation records corrections in profits of prior periods directly in 
earned surplus.) 

(2) Prepare the balance sheet surplus section as of December 31, 1954, 
and prepare surplus statements in support of the ending surplus balances. 

23-3. The balance sheet of Newby-McNally Corporation appeared as 
follows on December 31, 1952: 

NEWBY-McNALLY CORPORATION 
B \L\NC'E Sheet 
DECEM liEU 31, 1932 


Assets 


Cash $11,300 

Notes receivable 10,000 

Accounts receival)le (net) 17,000 

Merchandise inventory 20,000 

Store furniture and fixtun‘s 7,300 

Building $12,300 

Less allow, for depr, 1,000 J1,500 

Land tS,000 

Organization costs 3,000 

Total assets $90,300 | 


LiMiir.iTiEs AND Capital 


Note . payable $ 9,000 

Accounts payable 18,000 

Preferred dividends payable 750 

Mortgage pa.v.ible 5,000 

Preferred stock $10 par 13,000 

Common stock - 1,900 shares 
no-par, $10 stated value 19,000 

Paid-in sr pius"^ 14,000 

Pkirned surplus 9,750 


Total liabilities and capital $90,500 


'^Paid-in sui])lii-^ on the bahinci* dieet condsts ol premium on preferred stock, 
$4,000, and paui-in surplus on common stock, $10,000. 


The following transactions affeedipp: capital wer(‘ completed in 1953: 


Jan. 10. 
31. 


Feb. 2. 
Mar. 31. 

May 16. 


Aug. 15. 
Sept. 30. 
Oct. 3. 


Sold 2,000 shares of prcf(‘rre(l stock for cash at 13. 

The following errors were discov’ercHl as of the erul of 1952: 
Mercliaridise inventory was understated by $1,730. 

Deijri'ciation had not becui recorded on store furniture and fix¬ 
tures, These had been purchased on April 1, 1932. The d(*j>reciation 
rate is 20 . 

Building repairs of ,$300 were improperly capitalizisl. (Disregard 
effect upon depreciation.) 

Issued 2,100 shares of no-par common stock at 23. 

A semiannual dividend of 23 cents w'as declared and paid on common 
stock. 

Issued 2,000 shares of no-par common stock to P. Lynn in exchange 
for his going business. Assets taken over are recordc^d at the follow¬ 
ing values: land, $10,000; building, $20,000; merchandise inventory, 
$8,000; accounts receivable, $5,000. Accounts payable of $5,000 
were assumed. No goodwill is recognized in recording the purchase. 
Reacquired own common stock on the market, 500 shar(‘s at 17. 
Stock was recorded at cost. 

A semiannual dividend of 25 cents and an extra dividend of 10 cents 
was declared and paid on common stock. 

Sold 400 shares of treasury stock at $20 per share. 
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Nov. 10. Suffered a fire loss of $2,300 on merchandise. The loss was charged 
to earned surplus, no insurance having been carried. 

Dec. 21. The 5% annual dividend was declared on preferred stock, payable 
January 12, 1954. The board of directors authorized a Reserve for 
Plant Expansion of $10,000. 

31. The credit balance of the profit and loss account after income taxes 
was $8,650; this was transferred to the proper capital account. 

Instructions: (1) Record the information above in journal entry form. 
(The corporation records corrections in profits of prior periods directly in 
earned surplus.) 

(2) Prepare the capital section of the balance sheet and surplus state¬ 
ments to support ending surplus balances for year ended December 31, 1953. 

23-4. The following accounts are taken from the ledger of Jackson Mills, 
Inc.: 


Revaltixtion Surpijts 


1953 

Dec. 31 

30,000 

1953 

Jan. 1 Balance 

225,000 


Treasury Stock Surplus 




1953 

Jan. 1 Balance 

July 1 Sale of treasury stock 
in excess of cost 

28,000 

2,000 


Reserve for Plant Expansion 




1953 

Jan. 1 Balance 

Del*. 31 

60,000 

30,000 


Reserve for Trexsury Stock 


1953 

July 1 

66,000 

1953 

Jan. 1 Balance 

Apr. 1 

45,000 

42,000 


Earned Surpltts 

Unappropriated 



1953 

Jan. 10 Correction for under¬ 
statement of deprecia¬ 
tion charges, 1947 1952. 35,000 
Mar. 12 Additional federal in¬ 
come taxes for 1952 . . . . 3,000 

April 1 Reserve for treasury 

stock. 42,000 

Oct. 31 Preferred dividends... . 50,000 
31 Stock dividend on com¬ 
mon stock. 200,000 

Dec. 31 Organization costs 

written off. 10,000 

31 Reserve for plant ex¬ 
pansion . 30,000 


1953 

Jan. 1 Balance . 600,000 

10 Correction for inventory 
understatement on Dec. 

31,1952 . 15,000 

10 Correction for capital ex¬ 
penditures recorded as 

expenses in 1952 . 9,000 

July 1 Reserve for treasury 

stock. 66,000 

Oct. 12 Gain on sale of plant and 

equipment items. 20,000 

Dec. 31 Net income after income 

taxes, 1953. 120,000 
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Instructions: (1) Assuming that the income statement reports only net 
income from regularly recurring items, prepare individual surplus statements 
for 1953 in support of each of the ending surplus balances to be reported on 
the company's balance sheet at the end of the year. 

(2) Assuming that the income statement reports extraordinary items and 
corrections, prepare a statement of surplus for 1953 that summarizes the 
changes in the various classes of surplus and supports the ending surplus 
balances to be reported on the company’s balance sheet at the end of the year. 

23-5. Capital balances of the McClellan Corporation on December 31, 
1953, follow: 


5% Preferred Stock, 20,000 shares, par $50. $1,000,000 

Common Stock, 100,000 shares, par $20 2,000,000 

Paid-in Surplus. 40,000 

Earned Surplus. 160,000 


$3,200,000 


Ini^irucfions: Calculate the book values of preferred s^^ares and common 
shares as of December 31, 1953, under each of the following assumptions: 

(1) Preferred dividends have been paid lo October 1, 1953; preferred 
shares have a call value of $55. a li(iuidaling value of $52.50, and are 
entitled to current unpaid dividends. 

(2) Preferred shares have a liciuidating value of par; shares are cumulative, 
with dividends 3 y(»:irs in arrears and fully payable in the event of 
liquidation. 

(3) Preferred shares have a liciuidating value of par; shares are cumula¬ 
tive, witli dividends 5 years in arrears and fully payable in the event of 
liquidation. 

(4) Preferred shares have been paid 5^ < in 1953 but nothing has been paid 
on common; preferred is entitled to full participation ratably with 
common after common has been paid the preferred rate. 

23-6. The balance sheet of the Sterns Company on September 30, 1953, 
has the following items on the credit side of the statement: 

Current liabilities . $103,732 

Bonds payable . 300,000 

Reserve for bond retiremejit 160,000 

6% Cumulative preferred stock, $100 par value (entitled to 
$110 and accumulated dividends per share in voluntary 
liquidation and to $100 per share in involuntary licjuida- 


tion). Authorized - 3,000 shares, issued - 2,000 shares, 

in treasury — 150 shares . 185,000 

Common stock, $100 par value, authorized - 10,000 shares, 

issued and outstanding - 4,000 shares. 400,000 

Premium on preferred stock. 10,000 

Premium on common stock . 67,300 

Retained earnings . 131,260 


The company proposes to finance a plant expansion program by issuing 
an additional 2,000 shares of common stock. Common stockholders of 
record October 1, 1953, were notified that they will be permitted to sub¬ 
scribe to the new issue at $150 per share up to 50% of their holdings. The 
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market value of the stock on October 1,1953, was $172.50 per share. The 
stock goes ex-rights in the market on October 3, 1953. 

Peter Singer owns 100 shares of the Sterns Company common stock 
that he purchased in 1951 for $16,431.20. He does not want to exercise 
his rights but wishes to sell them. 

Instrufciiorifi: (1) Compute the book value of a share of common stock as 
of September 30, 1953. Preferred dividends have been paid or set up as pay¬ 
able through September 30, 1953. 

(2) Compute the theoretical value of Peter Singer’s rights as of October 1, 
1953. 

(3) State the federal income tax rule as to stock rights and show the com¬ 
putation and the treatment of the transaction if Singer sells his rights for 
$800. Indicate any further assumed facts on which your computation is based. 
(A.I.A. adapted) 

23-7. A corporation presents the following condensed balance sheet as of 
the close of t he yc'ar: 


Cash . $ 90,000 Liabilities .$ 500,000 

Other assets .. .. 1,510,000 ('\)mmon stock . ... 500,000 

(P; preferr(*d stock ... 300,000 

preferred stock .... 200,000 

Surplus . 100,000 

$1,600,000 $1,600,000 


The 6% stock is cumulative, the 8^7 stock is noncuinulalive, and both 
participate equally in the remaining sundus profits by being entitled to an 
extra dividend equal to the excess of any common dividend rate over and 
above per annum. Par value of all stock outstanding is $100. 

hii^irijctions: (1) Compute the book value per share for each class of stock 
in the following cases: 

(a) Current year’s dividends unpaid. 

(b) Dividends unpaid for 2 years. 

(c) Dividends unpaid for 3 years. 

(2) What dividends could legally be declared to the various classes of 
stockholders, assuming that the 6^; stock is nonparticipating, the 8% stock 
is participating on the basis stated, and no dividends are in arrears? (A.I.A. 
adapted) 

23-8. The Duncan Company has outstanding on January 1, 1953, 1,500 
shares of common stock, par value $100, owned as follows: 

John Dean. 600 shares 

Mary Green . 200 shares 

Frank Burke . 300 shares 

James Riley. 400 shares 

The surplus and reserves on the above date were: Earned Surplus, 
$50,000; and Reserve for Bond Sinking Fund, $25,000. 

During the year the company declared and paid a 4% dividend in 
June and declared a 49c dividend on December 20, 1953, payable Janu- 
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ary 10, 1954. The profits were $20,000 after depreciation, and $6,000 was 
charged to Earned Surplus as an addition to the sinking fund reserve. 

On January 1, 1954, the company purchased one half of Riley's stock 
at book value and sold it on January 10 to Ruby Feltz for $190 per share. 

During 1954 the company declared and paid a dividend of 9%. Its 
operating profits were $25,000 after depreciation. The accountant set up 
a reserve for contingencies of $2,000, and the directors ask that the follow¬ 
ing amounts be added to the reserves: $4,000 for possible declines in 
market value of inventories, $10,000 for expansion of plant, and $3,000 
for sinking fund. 

Iniitructions: (1) Prepare journal entries to record the purchase and the 
sale of the stock in January, 1954. 

(2) Prepare a statement showing how the book values of the stock on 
December 31, 1953, and December 31, 1954, should be calculated. (A.l.A. 
adapted) 

23-9. You have been asked by the president of the Redden Corporation, 
manufacturer of home appliances, to review the company’s capital, surplus, 
and reserve accounts and to make such proposals for their revision and 
balance sheet presentation as good accounting may suggest. 

On April 30, 1952, the liability section of the company’s ])ublished 
balance sheet appeared as follows: 

Capital: 

Capital stock, preferred, $10 par, 10,000 shares 


authorized and issued — 

9,000 shares in hands of public..$ 90,000 

1,000 shares held in treasury at cost of $15,000, per 

contra. 10,000 $ 100,000 

Capital stock, common, no par value 

100,000 shares authorized, 56,000 shares issued 

and in hands of public. $ 224,000 

Paid-in surplus (50% on preferred shares in 1935) .. 50,000 274,000 

Current liabilities (detail omitted). 388,000 

Reserves for: 

Doubtful accounts .$ 2,000 

Postwar rehabilitation. 1,000,000 

Depreciation. 384,000 

Fire and accident insurance .. 60,000 1,446,000 

Surplus . 2,671,000 


Total liabilities . $4,879,000 


(1) On April 30,1953, half of the shares of the treasury preferred stock, which 
had been purchased in 1949 at $15 per share, were sold at $19 per share, 
the proceeds being credited to the treasury stock account. 

(2) The preferred capital stock carries an annual dividend of $1 per share, 
and the dividend is cumulative. On April 30, 1952, unpaid dividends 
attaching to each share amounted to $5, which was liquidated on Janu- 
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ary 1, 1953, by issuing to preferred stockholders 9,000 shares of no-par- 
value common stock on which a value of $5 per share had been declared. 

(3) A cash dividend of $1 per share was declared to preferred stockholders of 
record April 1, 1953, payable May 1, 1953. 

(4) Balances in the reserves for doubtful accounts and depreciation at 
April 30, 1953, were $2,200 and $401,000, respectively. 

(5) The reserve for postwar rehabilitation was created in the preceding year 
by a provision out of income for a like amount. The intent was to set 
aside profits for possible but unknown future contingencies. During the 
current year, the sum of $500,000, also charged to income, was added 
to the reserve. 

(6) Plant expansion costs, amounting to $285,000, for the manufacture of a 
postwar product unlike anything the company had previously put out, 
were charged against the rehabilitation reserve during the year 1952-53. 

(7) The fire insurance reserve was increased during the year by a further 
provision of $10,000 charged to profit and loss. 

(8) The fire insurance reserve was decreased by $2,000 — the cost, less $400 
depreciation, of a building destroyed by fire on April 15, 1953. Addi¬ 
tional costs arising out of the fire, and not yet appearing on the books, 
for injuries to persons are expected to aggregate $1,500. 

(9) Surplus, as shown on last year's balance sheet, consisted of the value, ten 
years ago, of a donated plant site, amounting to $134,000; gains of $6,300 
from the purchase and the sale in 1948 of 2,000 shares of treasury pre¬ 
ferred stock; and undistributed earnings of $2,530,700. 

(10) During the past year, charges for the dividend in no-par common stock, 
for the cash dividend, and for an adjustment of $4,100 in the previous 
year’s tax liability reduced the account to $2,612,900. 

(11) Book net income for the year, after deducting reserve provisions, 
amounted to $222,500. 

InHtructiona: (1) Prepare a work sheet and brief notes or adjusting entries 
that will indicate and explain the changes that you would recommend. 

(2) Prepare the capital stock, surplus, and reserve sections of the balance 
sheet as of April 30, 1953, as they should be presented. (A.I.A. adapted; 


23-10. The balance sheet of a corporation shows $200,000 capital stock, 
consisting of 2,000 shares of $100 each, and a surplus of $150,000. An audit 
of the accounts reveals that the treasurer is $40,000 short in his accounts 
and has concealed this by adding the amount to the inventory. He owns 
400 shares of the company’s stock and in settlement of the shortage offers 
this stock at its book value. The offer is accepted; the company pays him 
the excess value and distributes the 400 shares thus acquired to the other 
shareholders. 

Instruciions: (1) What amount should the company pay him? 

(2) By what journal entries should the foregoing transactions be recorded? 

(3) What is the company’s capital and surplus after the above distribu¬ 
tion? 

(4) What would be done if the company had had a deficit of $50,000 and 
the 400 shares had been accepted at par? (A.I.A. adapted) 
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23-11. You have been engaged to audit the books of The Keystone Com¬ 
pany as of December 31,1953. A summary of the general ledger accounts 
is presented on page 728. Transactions summarized in the accounts are 
listed below and on pages 729 and 730. 


Summary of Trans\ctions Recorded During the Year 


(a) Accounts Receivable 190,000 

Sales 

Sales on account. 

(b) Cash 181,000 

Accounts Receivable 

Recoveries of Accounts Charged Oil in Prior Years 
Cash collections from accounts. 

(c) Purchases 140,000 

Accounts Payable 12,000 

Cash 

Purchases for the year and payment of the opening bal¬ 
ance of accounts payable. 

(d) Prepaid Expenses 2,000 

Expenses 

Net change in prepaid expenses during the year. 

(e) Expenses 24,000 

Interest on Bonds 0,000 

Life Insurance — Company President 1,000 

Cash 

Disbursement for operating expenses, bond interest un- 
cluding interest deposited with trustee) and lue insurance 
premium. 

(f) Investment in Lacker Co. 30,000 

U. S. Tax Notes 2,000 

Marketable Securities 10,000 

Cash 

Disbursement on January 1, 1953 for stock of Lacker 
Company, tax notes and marketable securities. 

(g) Cash 205,000 

Bonds Payable 
Unamortized Bond Discount 

Issuance for cash on January 1, 1953 of $200,000 of 3% 
twenty-year bonds at $102.50. 

(h) Bonds Payable 100,000 

Unamortized Bond Discount 2,000 

Cash 

Redemption at $102 on January 1, 1953 of the outstand¬ 
ing issue of 5% bonds which were due January 1, 1958. 

(i) Accounts Receivable 5,000 

Cash 

Cash advance to the company president. 

(j) Cash 40,000 

Common Stock 
Surplus 

Issue for cash on June 30, 1953 of 10,000 shares of no-par 
common stock at $4 per share. (See comment under 
“Additional Information, Item 3.”) 

(k) Treasury Stock 7,000 

Cash 

Purchase on July 31, 1953 of 2,000 shares of the com¬ 
pany’s own common stock at $3.50 per share. 

(l) Cash 4,000 

Treasury Stock 


Sale at $4 per share on August 31, 1953 of 1,000 shares of 
the stock reacquired on July 31, 1953. (See Item k 
above.) 


190,000 

180,000 

1,000 


152,000 


2,000 


31,000 


42,000 

200,000 

5,000 

102,000 

5,000 

10,000 

30,000 

7,000 

4,000 




Ledger Balances 



Ledger Balances 


12 /31 /52 Summary of Transactions 

12/31/53 

Account 

Debit 

Credit 

Debit 

Credit 

Debit 

Credit 

Cash. 

$ 8,000 

(b) $ 181,000 (c) 

$ 152,000 





(g) 

205,000 (e) 

31,000 





(j) 

40,000 (f) 

42,000 





(1) 

4,000 (h) 

102,000 





(r) 

10,000 (i) 

5,000 






(k) 

7,000 






(m) 

9,000 






(n) 

10,000 






(t) 

30,000 






(w) 

3,000 

$ 57,000 


Accounts receivable 

17,000 

(a) 

190,000 (b) 

180,000 





(i) 

5,000 






(t) 

15,000 


47,000 


Inventory 

20,000 

(q) 

30,000 


50,000 


U. S. tax notes 


f) 

2,000 


2,000 


Marketable securities 

3,000 

(f) 

10,000 


13,000 


Life insurance — com- 







pany president 

7,000 

(e) 

1,000 


8,000 


Investment in Lacker 







Co. (90% owned) 


(f) 

30,000 


30,000 


Land . 

10,000 




10,000 


Buildings 

200,000 




200,000 


Accumulated deprecia- 







tion — buildings 


$ r)0,ooo 

(0) 

4,000 


$ 54,000 

Machinery 

100,000 

(n) 

10,000 


110,000 


Accumulated deprecia- 







tion — machinery 


50,000 

(o) 

11,000 


61,000 

Goodwill 


(t) 

14,000 (u) 

14,000 



Unamortized bond dis- 







count 

3,000 

(h) 

2,000 (g) 

5,000 



Prepaid expenses 

1,000 

(d) 

2,000 


3,000 


Accounts payable 


12,000 (c) 

12,000 (p) 

20,000 


20,000 

Reserve for 1952 and 







1953 income taxes 


15,000 (m) 

9,000 






(z) 

3,800 



2,200 

Reserve for possible in¬ 







ventory price declines 


5,000 

(v) 

5,000 


10,000 

Bonds payable 


100,000 (h) 

100,000 (g) 

200,000 


200,000 

Reserve for losses 


10,000 Hi) 

14,000 (V) 

15,000 





(w ) 

3,000 (y) 

5,500 






(z) 

3,800 


17,300 

Reserve for bad accounts 


2,000 

(s) 

475 


2,475 

Common stock 


30,000 

(J) 

10,000 






(x) 

4,000 


44,000 

Surplus 


95,000 (X) 

4,000 (J) 

30,000 


121,000 

Treasury stock 


(k) 

7,000 (1) 

4,000 





(X) 

100 


3,100 


Sales 



(a) 

190,000 


190,000 

Purchases 


(c) 

140,000 (q) 

30,000 





(pi 

20,000 






(VI 

5,000 






(t) 

1,000 


136,000 


Expenses 


(e) 

24,000 (d) 

2,000 





(V) 

15,000 


37,000 


Depreciation expense . 


(.V) 

5,500 






(0) 

15,000 


20,500 


Bad debt expense 


(s) 

475 


475 


Recoveries of accounts 







charged off in prior 







years 



(b) 

1,000 


1,000 

Dividend and interest in¬ 







come 



(r) 

10,000 






(x) 

100 


10,100 

Interest on bonds . 


(e) 

6,000 


6,000 



$369,000 

$369,000 

$1,135,875 

$1,135,875 

$733,075 

$733,075 
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(m) Reserve for 1952 Income Taxes 

Cash 

Payment of 1952 income taxes in full. 

(n) Machinery 

Cash 

Payment for machinery purchased on January 2, 1953 
together with $200 freight and $800 installation cost. 

(o) Depreciation Expense 

Accumulated Depreciation — Buildings 
Accumulated Depreciation Machinery 

Depreciation expense for the year at the rate of 10% on 
machinery and 2% on buildings. 

(pi Purchases 

Accounts Payable 

Set up the unrecorded purchases and accounts payable at 
December 31, 1953. 

(q) Inventory 

Purchases 

To adjust the inventory balance as of December 31, 19 )2 
to the correct balance as of December 31, 195*3. 

(r) Cash 

Dividend and Interest Income 

Interest and dividend collected. The divitlend of $9,000 
was from Lacker Company. It was declared on Janu¬ 
ary 10, 1953. The surplus accounts of Lacker Company 
decreased $10,000 during the year 1953. 

(s) Bad Debt Expense 

Reserve for Bad Accounts 

Provision for estimated loss on accounts receivable. J'he 
company bases its provision on of 1% oi sales under 
the theory that the net uncollectible receivables (charge- 
oils less recoveries) arising in each year will approximate 
that amount. 

(t) Accounts Receivable 
Purchases 
Goodwill 

Cash 

On July 1, 1953, the company purchased the inventory 
and receivables of the Cole Sales Co. at a cost of $30,000. 
The purchase was made primarily to obtain an exclusive 
agency having seven years of remaining life. The 
inventory obtained in the purchase was valued at 
$1,000 and the receivables, all of which were collectible, 
amounted to $15,000. (Also see the following item.) 

(u) Reserve for Losses 

Goodwill 

The $14,000 set up as goodwill as a result of the purchase 
of the business of the Cole Sales Co. was written ofT to 
reserve for losses “in order to avoid showing goodwill on 
the balance sheet.” 

(v) Expenses 
Purchases 

Re.serve for Possible Inventory Price Declines 
Reserve for Losses 

The directors decided that, in view of the general business 
uncertainty, the reserve for losses and the reserve for 
possible inventory price decline should be increased. 
These provisions were charged to expense of the year, the 
inventory provision being charged to purchases and the 
loss provision to expenses. 

(w) Reserve for Losses 

Cash 

Payment to B. Walter, an employee, in settlement of his 
claim for personal injury as a re.sult of an accident on 
March 2, 1953. The charge was to reserve for losses. 


9,000 

10,000 

15,000 

20,000 

30,000 

10,000 

475 


15,000 

1,000 

14,000 


14,000 


15,000 

5,000 


3,000 


729 

9,000 

10,000 

4,000 

11,000 

20,000 

30,000 

10,000 

475 

30,000 

14,000 

5,000 

15,000 

3,000 
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(x) Surplus. 4,000 

Treasury Stock. 100 

Common Stock . 4,000 

Dividend and Interest Income . 100 

A stock dividend of 10% was declared and paid on Sep¬ 
tember 1, 1953, The stock was credited to capital stock 
account at $1 per share. 

(y) Depreciation Expense. 5,500 

Reserve for Losses. 5,500 


The board of directors approved the following action 
applicable to 1953 accounts: “In view of the 50% rise in 
machinery prices over average prices at which the com¬ 
pany acquired its machinery now in use, it is suggested 
that depreciation on machinery should be increased 50%, 
with the credit made to reserve for losses rather than to 
the depreciation reserve in order to keep the latter ac¬ 


count on a cost basis “ 

(z) Reserve for 1952 and 1953 Income Taxes .... 3,800 

Reserve for Losses. .... 3,800 


The reserve for income taxes was debited $3,800 with a 
corresponding credit to reserve for losses in order to re¬ 
duce the reserve for income taxes down to the estimated 
liability as of the close of 1953. (The amount of $2,200 
liability may be assumed to be the correct liability for 
the purpose of this solution even though you may adjust 
net profit.) 

Additional information was developed durinf? the course of your audit 
(which is the first audit that the company has ever had) as follows: 

(1) The cash surrender value of life insurance was $2,000 on December 31, 
1952, and $2,500 on December :31, 1953. 

(2) On December 31, 1953, thebid” price of the bonds included under 
marketable securities was $13,500 and the'‘ask” price was $14,000. 

(3) Common stock has no par value. The original issue of 30,000 shares 
was at $2 per share. The company set up each share at $1 per share in 
the stock account in order to ha\;e the account show the number of 
shares outstanding. The board of directors approved this practice. 

(4) The analysis of surplus shows the following summary of transactions 
since inception of the company: 

Amount received from issuance of 30,000 shares of com¬ 
mon stock at $2 per share above the amount credited to 


the capital stock account. $ 30,000 

Net operating profits . 90,000 

Total. $120,000 

Dividends paid . 25,000 

Balance December 31, 1952. $ 95,000 


Instructions: Prepare working papers that show in detail “Ledger Bal¬ 
ance 12/31/53,” “Audit Adjustments,” “Profit and Loss for Year,” and 
“Balance Sheet 12/31/53.” Columns for “Surplus Changes” may be included, 
or entries to “Surplus” may be shown in the other columns provided such 
entries are clearly identified as applicable to “Surplus.” Key all audit adjust¬ 
ments and in journal form present the adjusting entry together with a brief 
explanation of the purpose of or the reason for the entry. There are no posting 
errors or mathematical errors in the trial balances or in the transactions for the 
year. (A.I.A. adapted) 
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Statements from Incomplete Data 


SINGLE ENTRY 


The procedures leading to the preparation of 
accounting statements as illustrated in the 
preceding chapters are those required in the adoption of a double-entry 
system. This is the characteristic system employed in practice and re¬ 
quires the analysis of each transaction in terms of changes in the funda¬ 
mental accounting equation, Assets ^ Liabilities f Proprietorship. Use 
of the double-entry system requires a full understanding of the 
theory of debit and credit. 

Double-entry records may not be found in a number of relatively 
small organizations, particularly sole proprietorships, where the volume 
of business does not warrant employment of a bookkeeper. For such 
small units the owner of the business may maintain informal records 
and may employ an accountant to prepa”e accounting reports. When 
transactions are not recorded by means of equal debits and credits, 
the system employed is known as smgJe entry. The single-entry plan 
that is adopted may vary fi’om a narrative of transactions recorded 
in a single journal, called a daybook, to a relatively complete set of 
journals, and a ledger providing accounts for all significant items. All 
of the variations of single-entry bookkeeping encountered in practice 
cannot be described here. Differences in plans adopted depend upon 
the needs of the organization and the originality and fancy of the per¬ 
son establishing or maintaining the system. 


RECORDS IN SINGLE- A characteristic single-entry system consists 
ENTRY BOOKKEEPING following bookkeeping records: (1) 

a daybook or general journal, (2) a cashbook, and (3) ledger accounts 
showing debtor and creditor balances. The simplest form of single¬ 
entry bookkeeping consists of the daybook in which transactions are 
explained in chronological order. No accounts are kept. At the other 
extreme of single-entry procedure a number of journals may be main¬ 
tained, such as cash journals, sales and purchases journals, returns 
and allowances journals, and a general journal. Ledger accounts may 
be kept for debtors, creditors, and the proprietor, as well as for certain 
other significant items such as sales, purchases, and expenses. The 
practice, however, falls short of standard double-entry bookkeeping 
unless each transaction is analyzed and recorded in terms of debit and 
credit and a trial balance is made available at the end of the period. 
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Single-entry procedures commonly take the following form. A 
cashbook is maintained that shows all transactions affecting cash. 
Instead of naming accounts to be debited or credited as a result of 
cash receipts and disbursements, a description of the transaction is 
offered. Transactions not shown in the cashbook are recorded in a 
daybook in descriptive form. Whenever the account of a debtor, a 
creditor, or the proprietor is affected, attention is directed to the need 
for posting by indicating “dr” or “cr” before the amount. Offsetting 
debits or credits are not shown, since accounts in the ledger are main¬ 
tained only for customers, creditors, and the owner. No summary of 
nominal items or of asset and liability balances other than those with 
persons is available. 

In the absence of records offering a complete summary of trans¬ 
actions, the preparation of accurate statements at the end of an operat¬ 
ing period presents certain problems. These are discussed in the 
sections that follow. 


BALANCE SHEET Since the ledger normally fails to show assets 

PREPARATION liabilities other than receivables and 

payables, it is necessary to refer to other sources in the determination 
of the remaining balance sheet items. Cash is reported at the balance 
shown in the cashbook after this figure has been reconciled with the 
totals of cash on hand and on deposit in the bank. The amounts 
receivable and payable are summarized from the accounts maintained 
with debtors and creditors. Merchandise and supplies balances are 
found by taking inventories. Past statements, cash records, and other 
documents are reviewed in determining the book values of depreci¬ 
able assets. Other assets and liabilities, including accrued and de¬ 
ferred items, are determined by a review of the records, including in¬ 
voices, documents, and other available sources offering evidence or 
information concerning transactions of the past, present, and future. 
Proprietorship in double-entry bookkeeping represents a balance 
arrived at by combining beginning capital, additional investments and 
withdrawals, and income and expense account balances; in single-entry 
bookkeeping, it is simply a residual amount, or the total of the values 
assigned to assets less the total of the liability items. 


DETERMINATION OF 
PROFIT OR LOSS FROM 
COMPARATIVE 
BALANCE SHEETS 


In the absence of income and expense ac¬ 
counts, the profit or loss for a fiscal period 
may be determined by finding the difference 


between beginning and ending capitals and adjusting this difference 
by proprietary investments or withdrawals for the period. Beginning 
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and ending capital balances are taken from the balance sheets prepared 
at the end of the previous period and at the end of the current period. 
Investments and withdrawals are ascertained from capital and drawing 
accounts maintained in the ledger, or in the absence of these, from the 
cashbook and other memorandum records. 

To illustrate the calculation of the profit or loss, assume that com¬ 
parative balance sheets show capitals as follows: on January 1, $7,500; 
on December 31, $10,000. In the absence of investments or with¬ 
drawals by the proprietor, it must be concluded that the profit for 
the year is $2,500. However, assume that the proprietor has invested 
$1,000 and withdrawn $3,000 during the year; the profit would then 
be $4,500, calculated as follows: 


Capital, December 31 $10,000 

Capital, January 1 7,500 

Net increase in capital $ 2,500 

Add excess of proprietor’s withdrawals over investments' 
Withdrawals $3,000 

Investments 1,000 2,000 

Net profit for year $ 4,500 


An excess of investments over withdrawals would be subtracted 
from the net increase in capital in calculating the profit. 

PREPARATION OF A summary showing the profit or loss cal- 

INCOME STATEMENT eulated from comparative capital balances 
is generally inadequate for the business unit. The owner needs operat¬ 
ing detail to plan affairs successfully. Creditors may insist upon a 
detailed statement of operations. In addition, governmental agencies 
i equire a listing of income and expense items for income tax purposes. 

An itemized income statement can be prepared by (1) rewriting 
transactions in double-entry form or (2) analyzing cash receipts and 
disbursements together with asset and liability changes. Obviously, 
little or nothing is saved by the adoption of a single-entry as compared 
with a double-entry system if transactions are to be rewritten in double¬ 
entry form and posted to accounts in the development of income and 
expense data. When the second procedure is followed, an analysis and 
summary of all cash receipts and payments is required, unless such a 
summary is already available as a result of, the use of cash journals 
with special analysis columns. Increases in cash must be classified 
as: (1) proceeds from cash sales, (2) receipts of other income items, 
(3) collections on account, (4) proceeds from the sale of assets other 
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than merchandise, (5) amounts borrowed, and (6) investments by- 
owners. Disbursements are classified as (1) payments on cash pur¬ 
chases of merchandise, (2) payments of other expense items, (3) 
payments on account, (4) payments for assets other than merchandise, 
(5) payments of loans, and (6) withdrawals by owners. This informa¬ 
tion, together with balance sheet data, is used in the preparation of 
the income statement. The procedures that are employed in deter¬ 
mining the various income and expense balances are explained in the 
section that follows. 

Sales. The figure to be reported for sales consists of the total of 
cash sales and sales on account. Sales are calculated from the cash 
receipts analysis and comparative balance sheet data as follows: 


Sales 

Cash sales. $5,500 

Sales on account: 

Notes and accounts receivable on hand at the end 
of the period. $1,500 

Collections on notes and accounts receivable dur¬ 
ing the period. 3,000 

$4,500 

Deduct notes and accounts receivable on hand at 
the beginning of the period. 2,000 2,500 

Total sales for the period. $8,000 


Notes and accounts receivable in the foregoing tabulation would 
be limited to those arising from sales of merchandise. 

Cost of Goods Sold. The inventory shown on the balance sheet pre¬ 
pared at the end of the preceding fiscal period is reported on the income 
statement as the beginning inventory. 

Purchases consist of cash purchases and purchases on account. 
Purchases are calculated from the cash payments analysis and com¬ 
parative balance sheet data as follows: 


Purchases 

Cash purchases. $1,500 

Purchases on account: 

Notes and accounts payable at the end of the 

period. $2,000 

Payments on notes and accounts payable during 

the period. 5, 000 

$ 7 ,^ 

Deduct notes and accounts payable at the beginning 
of the period . 3,000 4,000 

Purchases for the period. $5,500 
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Notes and accounts payable in the foregoing tabulation would be 
limited to those arising from purchases of merchandise. 

The ending inventory is reported on the income statement at the 
figure shown on the balance sheet prepared at the close of the current 
period. Inventories and purchases provide the data necessary in 
arriving at the cost of goods sold for the period. 

Expense Items. An expense balance is computed from the analysis 
of cash payments and comparative balance sheet data. The calculation 
of the expense items may be made as follows: 

Expense Items 

Cash payments representing expense items . . $1,000 

Add expense amounts not included in payments but 
chargeable to current period: 

Amount deferred at the beginning of the perioa $250 

Amount accrued at the end of the period 150 400 

$1,400 

Deduct expense amounts included in payments but 
not chargeable to current period: 

Amount deferred at the end oi the period $200 

Amount accrued at the beginning oi the period 100 300 

Total expense for the period $1,100 

Income Items. An income balance is calculated from the cash 
receipts analysis and (*omparative balance sh(‘et data. The calculation 
of the income items may be made as follows: 

Income Items 

Cash receipts representing income items $800 

Add income amounts not included in receipts but to be 
credited to current period: 

Amount deferred at the beginning of the period $100 

Amount accrued at the end of the period 50 150 

$950 


$200 

150 350 

Total income for the period $600 

Profit and Loss Items Requiring Special Analysis. The determina¬ 
tion of certain profit and loss items, such as bad debts, sales discounts, 


Deduct income amounts included in receipts but not to 
be credited to current period: 

Amount deferred at the end of the period 
Amount accrued at the beginning of the period 
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and purchases discounts, requires special data in addition to the in 


formation offered by cash records and comparative balance sheets. 
Assume sales data as follows, for example: 

Data from cash records: 

Cash sales. $10,000 

Collections on accounts receivable arising from sales. 42,000 

Data from balance sheets: 

Accounts receivable at the beginning of the period . 14,000 

Accounts receivable at the end of the period. 12,500 

Supplementary data from special analysis of records: 

Accounts written off during the period. 600 

Sales discounts allowed customers during the period. 850 


The supplementary data indicate that a loss from bad debts of 
$600 and sales discounts of $850 are to be recognized as expenses on 
the income statement. However, the two amounts should also be 
added to sales, since there must have been sales equivalent to the 
reductions in accounts receivable resulting from bad accounts and 
discounts allowed customers. The total sales for the period are calcu¬ 
lated as follows: 


Sales 

Cash sales. $10,000 

Sales on account: 

Accounts receivable on hand at the end of the 

period. $12,500 

Collections on accounts receivable during the 

period. 42,000 

Accounts receivable written off 'during the 

period. 600 

Accounts receivable reduced by discounts dur¬ 
ing the period. 850 

$55,950 

Deduct accounts receivable on hand at the 
beginning of the period. 14,000 41,950 

Total sales for the period. $51,950 


It should be noted that failure to recognize data relating to bad 
debts and sales discounts will have no effect upon the net profit figure 
as determined on the income statement. The expense understatement 
is counterbalanced by an understatement in the income balance. Sales. 

When purchases discounts have been received on the payment of 
purchases invoices, the treatment is similar to that illustrated for sales 
discounts. The purchases balance is increased by the total of purchases 
discounts since there must have been purchases equivalent to the 
reduction in the accounts payable accounts resulting from discounts 
received. 
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The charge for depreciation or amortization to be recognized on 
the income statement requires special analysis of balance sheet as 
well as cash payments data. For example, assume no purchase or dis¬ 
posal of property during the period and beginning and ending store 
furniture balances of $30,000 and $28,500 Depreciation is reported at 
$1,500, the net decrease in the store furniture account. Assume, how¬ 
ever, that the following information is assembled at the end of a fiscal 
period: 


Data from cash records: 

Payments for store furniture $ 2,500 

Data from balance sheets: 

Store furniture at the beginning of the period 32,000 

Store furniture at the end of the period 34,200 

Installment notes payable arising from purchases o^ store 

furniture 4,000 


Depreciation is calculated as follows* 


DEPRi:riATION 

Balance of store furniture at the beginning of the 

period $32,000 

Add acquisitions of store furniture- 

Cash paid on acquisitions of store furniture $2,500 

Amounts owed at the end of the period on 

aciiuisitions of store furniture 4,000 B,500 

Total available $38,500 

Deduct balance of store furniture at the end of the 

period 34,200 


Depreciation of store furniture for period 


$ 4,300 


PREPARATION OF 
STATEMENTS FROM 
SINGLE-ENTRY DATA 
ILLUSTRATED 


The preparation from single-entry data of (1) 
a balance sheet, (2) a summary of profit or 
loss by analysis of capital changes, and (3) 
an income statement reporting income and 


expense detail is illustrated in the example that follows. Assume that 
Edwin C. Hall does not maintain double-entry records. Balance sheet 


data, analyses of cash receipts and disbursements, and supplementary 
data required in the development of accounting statements from the 
single-entry data are assembled at the end of 1953 as shown below and 
on the next page. 

Supplementary data developed from an analysis of business papers 
include the following: 


(1) Purchases discounts of $600 were received on the payment of 
creditors invoices during the year. 
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Assets 

January 1 
1953 

December 31 
1953 

Cash. 

$ 4,000 

$ 8,500 

Accrued Interest Income 

60 

80 

Accounts Receivable 

6,000 

5,000 

Merchandise Inventory 

14,000 

15,000 

Supplies on Hand 

400 

150 

Deferred Interest Expense 

— 

30 

Furniture and Fixtures, cost less depreci- 

ation 

3,600 

5,650 

Liabilities 

Accrued Salaries 

100 

50 

Notes Payable 

— 

4,000 

Accounts Payable 

5,000 

6,500 

Rentals Received in Advance 

100 

150 


An analysis of the cash records discloses the following: 

Balance, January 1, 1953 $ 4,000 


Receipts: 

Cash sales 

Collections on accounts receivable arising from 
sales 

Receipts from rental of store space 
Interest on balance of cash on deposit 
Proceeds from sale of furniture 
Proceeds from discounting of own notes at bank 


Disbursements: 


$ 9,200 

48,000 

1,550 

50 

350 

9,850 69,000 

$73,000 


Payments on accounts payable arising from pur¬ 


chases $40,000 

Payments for salaries 4,200 

Payments for rent 4,400 

Payments for supplies 200 

Payments on purchases of furniture and fixtures 3,500 

Payments for miscellaneous expense 1,200 

Payment to bank on notes payable 6,000 

Personal withdrawals 5,000 64,500 

Balance, December 31, 1953 $ 8,500 


(2) Proceeds from the sale of a part of the store furniture at the 
beginning of the year were $350 as reported in cash receipts. The 
furniture that was sold had an original cost of $1,600 and was approxi¬ 
mately 50 per cent depreciated. 

(3) Proceeds on the issuance of notes to the bank during the year 
were $9,850 as reported under cash receipts. The face values of the 
notes were $10,000, $150 being deducted by the bank for interest 
charges. 
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A balance sheet prepared from the foregoing data on December 
31, 1953, appears below: 


EDWIN C. HALL 
Balance Sheet 
December 31, 195 H 


Assets 

Liabilities and Proprietorship 

Current assets: 



1 

Cm rent liabilities: 



Cash. 

$ 8,500 


Accrued salaries 

$ 50 


Accrued interest in- 



Notes payable . . 

4,000 


come. 

80 


Accounts payable 

6,500 

$10,550 

Accounts receivable 

5,000 



— 


Merchandise inven- 



Deferred credits: 



tory. 

15,000 


Rentals receiv^ed in 



Supplies on hand . . . 

150 


advance 


150 

Deferred interest 






expense . 

30 

$28,760 

Total liabilities 


$10,700 

Fixed assets: 



! Proprietorship: 



Furniture and 



E. C. Hall, Capital . 


23,710 

fixtures . 


5,650 



- 



— 

Total liabilities and 



Total assets . 


$34,410 

propr'v'torship 


$34,410 


The result from operations can be determined by the prepara¬ 
tion of a summary of changes in capital as follows: 


EDWIN C. HALL 
Summary of Changes in Capital 
For Year Ended December 31, 1953 


Edwin r. Hall, Capital, December 31, 1953 . $23,710 

Edwin C. Hall, Capital, January 1, 1953*. 22,860 

Net increase in capital . $ 85^ 

Add proprietor’s withdrawals during year. 5,000 

Net profit for year. $ 5,850 


^Capital, January 1, is calculated as follows: 


Assets, January 1. $28,060 

Less liabilities, January 1. 5,200 

Capital, January 1. $22,860 


An income statement with income and expense detail is shown on 
page 740. This is followed by schedules in support of the balances 
reported on the statement. 
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EDWIN C. HALL 
Income Statement 
For Year Ended December 31, 1953 


Sales. (A) 

Less cost of goods sold: 

Merchandise inventory, January 1. $14,000 

Purchases. (B) 42,100 

Goods available for sale. $56,100 

Less merchandise inventory, December 31. 15,000 


Cost of goods sold 
Gross profit. 


Operating expenses: 


Salaries. 

... (C) 3 

; 4,150 

Rent. 

. (D) 

4,400 

Supplies used. 

. . (E) 

450 

Depreciation of furniture and fixtures 

(F) 

650 

Miscellaneous expense. 

, . (G) 

1,200 


Total operating expenses. 

Net profit from operations . 

Other income: 

Purchases discounts. (H) $ 600 

Interest income. (I) 70 

Rental income. (J) 1,500 

Total other income.^. 


Other expense: 

Interest expense . (K) 

Net income . 

Extraordinary loss: 

Ix)ss on sale of store furniture . (L) 

Increase in capital for year. 


(A) Calculation of sales: 

Cash sales. 

Sales on account: 

Accounts receivable balance, December 31. $ 5,000 

Collections on account during the year. 48,000 

$53,000 

Deduct accounts receivable balance, January 1. . 6,000 


Total sales for the year 


$56,200 


41,100 

$15,100 


10,850 
$ 4,250 


2,170 
$ 6,420 
120 
$ 6,300 

450 
$ 5,850 

$ 9,200 

47,000 

$56,200 
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(B) Calculation of purchases: 

Purchases on account: 

Accounts payable balance, December 31. $ 6,500 

Payments on account during ihe year. 40,000 

Discounts allowed on creditor payments during 

the year. 600 

$47,100 

Deduct accounts payable balance, January 1. . 5,000 

Total purchases for the year .... ... $42,100 

Calculation of operating expenses: 

(C) Salaries: 

Payments for salaries during the year . $4,200 

Add accrued salaries, December 31... ... 50 

$4,250 

Deduct accrued salaries, January 1. 100 

Salaries for the year. $4,150 

(D) Rent: 

Payments for rent during the year. 4,400 

(E) Supplies used: 

Payments for supplies during the year. $200 

Add supplies on hand, January 1. 400 

$600 

Deduct supplies on hand, December 31. 150 

Supplies used during the year . 450 

(V) Depreciation: 

Balance of furniture and fixtures on hand, January 1. . . $3,600 
Add net increase in furniture and fixtures during the 
year: 

Furniture and fixture acquisition. $3,500 

Furniture and fixture disposal (depre¬ 
ciated value) . 800 $2,700 

$6,300 

Deduct balance of furniture and fixtures on hand, 

December 31... 5,650 

Depreciation of furniture and fixtures for the year. . 650 

(G) Miscellaneous expense: 

Payments for miscellaneous expense during the year. 1,200 

Total operating expenses for the year. $10,850 

(H) Purchases discounts: 

Purchases discounts received on payments to creditors.. $600 
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(I) Calculation of interest income: 

Interest received during the year. $ 50 

Add accrued interest income, December 31. 80 

$130 

Deduct accrued interest income, January 1. 60 

Total interest income for the year. $70 

(J) Calculation of rental income: 

Rentals received during the year.$1,550 

Add rentals received in advance, January 1. 100 

$1,650 

Deduct rentals received in advance, December 31. 150 

Total rental income for the year. $1,500 


(K) Calculation of interest expense: 

Interest charges on notes discounted: 

J^'ace value of notes payable discounted... $10,000 

Proceeds from notes. 9,850 


Interest charges for the year. $150 

Deduct deferred interest expense, December 31. 30 

Total interest expense for the year. $120 


(L) Calculation of extraordinary loss loss on sale of store 
furniture: 

Depreciated value of store furniture sold. $800 

Proceeds from sale.». 350 

Loss on sale of store furniture. $450 


CHANGE FROM With the need for adequate accounting rec- 

F FMTB V ^ 

TO DOUBLE ENTRY ^ ^ result of an increase in the number 

as well as the complexity of transactions, it 
often becomes necessary to convert single-entry bookkeeping records 
into a double-entry system. Such a change may be effected by first 
drawing up a balance sheet as of the date of change. This statement 
is used as the basis for a journal entry in compound form with debits 
to all of the asset accounts and credits to asset allowances, liability 
accounts, and proprietorship elements. If additional accounts are to 
be added to an incomplete ledger already in use, folio check marks are 
made opposite balances that already appear in the ledger; accounts are 
opened and balances recorded for those items not checked. If new 
books are to be used, accounts are opened and balances are recorded 
for all of the items listed in the opening journal entry. 
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Single entry is discussed here because it rep¬ 
resents a system that the accountant fre¬ 
quently encounters when he is called upon to prepare accounting state¬ 
ments, to audit books and records, and to prepare government infor¬ 
mational reports and tax returns. Single-entry systems are employed 
because of their simplicity and economy by relatively small businesses, 
nonprofit organizations, and persons acting in a fiduciary capacity. 
A great many individuals maintain records of personal transactions so 
that statements and tax reports may be prepared periodically, but they 
seldom maintain these records on a double-entry basis. In all such 
instances the type of analysis suggested in this chapter is required in 
developing accounting reports. 

The adoption of single-entry bookkeeping cannot be recommended 
for any but the very simplest types of organization. Among the in¬ 
trinsic shortcomings of .single-entry bookkeeping aie the following: 

(1) In the absence of a record of tran.sactions in terms of debit and 
credit, preparation of a trial balance that offers a check of mathematical 
accuracy is not available. 

(2) In the absence of accounts for most of the assets and liabilities, 
preparation of the balance sheet from miscellaneous sources and 
memoranda may result in omissions and misstatements. 

(3) Without nominal accounts, detailed analysis of transactions is 
necessary in obtaining operating data. Misstatement of assets and 
liabilities, particularly the failure to report assets at properly depre¬ 
ciated or amortized balances, affects income and expense and may 
result in the material misstatement of profit and loss. 

(4) There is failure to provide a centralized and co-ordinated 
system subject to internal check and available for satisfactory and 
convenient audit by private and governmental auditors. 

QUESTIONS 

1 . Distinguish between single-entry and double-entry bookkeeping. 

2. Describe the records and the nature of recording under typical single¬ 
entry bookkeeping. 

3. What are the sources of information for balance sheet items when 
the single-entry plan is followed? 

4. John Day has his assets appraised at the end of each year and draws 
up a balance sheet using .such apprai.sal values. He then calculates the 
change in capital for the year and adjusts this for investments and with¬ 
drawals in arriving at the profit or the loss for the year. In yoiu- opinion, 
does this procedure provide a satisfactory measurement of profit and loss? 
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5. State how each of the following iteniKS is calculated in the preparation 
of an income statement when single-entry bookkeeping and the accrual 
basis are followed: 

(a) Merchandise sales. (e) Insurance expense. 

(b) Merchandise purchases. (f) Interest income. 

(c) Depreciation on equipment. (g) Rental income. 

(d) Sales salaries. (h) Taxes. 

6. ‘‘Single-entry bookkeeping is obsolete and has no place in modern 
business.'’ Do you agree? Explain. 

7. Give the disadvantages of single-entry bookkeeping as compared 
with double-entry bookkeeping. 

8. Describe the procedure to be followed in changing from a single¬ 
entry system to double entry. 


EXERCISES 

1. From the following data calculate the interest income balance to be 
reported on the income statement for the month of December: 

D ecember 1 December 3 1 

Deferred Interest Income . $2 $20 

Accrued Interest Income 4 6 

Interest collections during December were $30. 

2. From the following data, calculate the interest expense balance to be 
reported on the income statement for the month of December: 

JDecember 1 December 31 

Deferred Interest Expense ' $20 $15 

Accrued Interest Expense 30 10 

Disbursements for interest during December were $80. 

3. Interest Income is reported on the income statement for 1953 at 
$750. Balance sheet data relating to interest income are as follows: 

Jan. 1, 1953 Dec. 31, 1953 

Deferred Interest Income . $ 25 $ 10 

Accrued Interest Income 260 220 

How much cash was collected during 1953 representing interest income? 

4. Interest Expense is reported on the income statement for 1953 at 
$1,850. Balance sheet data relating to interest expense are as follows. 

Jan . 1, 1953 Dec. 31, 1953 

Deferred Interest Expense. $ 45 $ 60 

Accrued Interest Expense. 250 325 

How much cash was paid out during 1953 representing interest expense? 

5. On January 1 the capital of J. E. Clay was $4,800 and on January 31 
his capital was $5,450. During the month Clay withdrew merchandise 
costing $150, and on January 25 he paid a $1,200 note payable of the busi¬ 
ness with interest at for 3 months with a check drawn on his private 
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checking account. What was Clay's net profit or loss for the month of 
January? 

6. The Bates Manufacturing Company showed on its balance sheet on 
December 31, 1953, total capital of $119,800. During the year 1953 
capital was affected by: (1) an adjustment to surplus for a $200 under¬ 
statement of profit in 1952, ^2) a dividend declared but not paid of $8,000, 
and (3) a profit of $7,600. A capital stock figure of $100,000 remained un¬ 
changed during the year. What was the surplus balance on January 1, 
1953? 

7. Total accounts receivable for the Star Sales Company were as follows: 
on January 1, $5,000; on January 31, $4,700. In January $8,000 was 
collected on accounts, $600 was received for cash sales, accounts receiv¬ 
able of $400 were written off as uncollectible, and allowances on sales of 
$150 were made. What were the sales to be reported on the income state¬ 
ment for January? 

8. The accounts payable balance for A. M. Jones on November 1 was 
$2,200; on November 30 the balance was $2,800. During the month $300 
was paid for cash purchases, $450 was allowed on purchases returned, 
$5,600 was paid on accounts payable, and $200 was paid representing 
freight-in. The inventory on November 1 wa^ $1,000 and on November 
30 was $1,200. What cost of sales informat'on would be reported on the 
income statement for November? 

9. The balance sheet for Kenneth Rhoads on December 31, 1953, is as 
follows: 

KF:NNETH RHOADS 
Balance Sheet 
December 31, 1953 

Cash $ 2,500 Accounts Payable $ 5,000 

Accounts Receivable 6,000 K. Rhoads, Capital 11,500 

Merchandise Inventory 8,000 

$16,500 $16,500 

During 1953 Rhoads withdrew cash of $6,000 and merchandise 
costing $2,500 for his personal use. He paid out $26,000 to merchandise 
creditors during the year and paid $8,000 for operating expenses. Rhoads' 
balance sheet at the beginning of the year showed only two assets: cash, 
$1,500, and merchandise inventory, $8,500. Prepare an income .statement 
for the year, together with supporting schedules for income and expense 
items from the data above. 

10. The following data are obtained from a single-entry set of books kept 
by H. C. Turner: 

Jan. 1 Dec. 31 Jan. 1 Dec. 31 

Accounts Receivable $4,000 $6,000 Accounts Payable $2,000 $1,200 

Inventories 3,500 4,000 Notes Payable 1,000 

Prepaid Expense.s 300 280 Accrued Expenses 200 250 

Store Equipment 3,000 2,700 
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The cashbook shows the following information: 


Balance, January 1 


$1,500 

Receipts: 

Collections on accounts receivable 

$3,000 


Amount borrowed on issuance of note 

1,000 

4,000 

$5,500 

Disbursements: 

Withdrawals by owner 

$ 500 


Purchase of store equipment 

800 


Payment on accounts payable 

3,400 


Payment of expenses 

1,000 

5,700 

Cash overdraft 


$(200) 


(a) Prepare an income statement for 1953 

(b) Prepare a schedule to prove the accuracy of the profit or loss 
figure reported on the income statement. 


PROBLEMS 


24-1. The following data are obtained from a.single-entry set of books kept 
by C. R. Crowe: 



Jan. 1 

June 30 

Accounts receivable 

$4,000 

$ 5,500 

Notes receivable 

500 

800 

Accrued interest on notes receivable 

85 

60 

Merchandise inventories 

4,000 

2,400 

Store equipment 

3,000 

2,850 

^ Accounts payable 

2,500 

2,000 

Notes payable 

1,600 

1,800 

Accrued interest on notes payable 

60 

45 

The cashbook shows the following information: 

Balance, January 1 


$ 2,500 

Receipts: Accounts receivable 

$7,000 

Notes receivable 

2,400 


Interest on notes 

100 

9,500 



$12,000 

Payments: Accounts payable 

$3,800 


Notes payable 

3,200 


Interest on notes 

120 


Operating expenses 

2,000 


Withdrawals 

1,000 

10,120 

Balance, June 30 


$ 1,880 
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The following supplementary information is available: 

Accounts receivable of $250 were written off as uncollectible. 

Purchases allowances of $140 were received on merchandise purchases. 

Instructions: (1) Prepare an income statement accompanied by schedules 
in support of income and expense totals. 

(2) Prove the profit or loss by reconciling beginning and ending capital 
balances. 


24-2. The following information is obtained from the single-entry records 
of Frank Spires: 


Jan. 1 June 30 


Accounts receivable . $4,500 $8,250 

Notes receivable 1,700 1,300 

Merchandise inventories 3,800 1,000 

Prepaid operating expenses . .. ^. 50 10 

Accrued interest on notes receivable . 120 100 

Store equipment . ... 3,250 3,000 

Accounts payable . . . 3,500 2,250 

Notes payable 1,000 1,200 

Accrued interest on notes payable . 40 50 

Accrued operating expenses 270 300 

Deferred interest income . 20 10 

A cash book shows the following: 

Balance, January 1 . $1,850 

Receipts: Accounts receivable. $5,100 

Notes receivable. 1,500 

Interest income . 150 6,750 

$8,600 

Payments: Accounts payable . $5,500 

Notes payable 800 

Interest expense 155 

Operating expenses 1,650 

P>ank Spires (withdrawals) . 600 8,705 


Balance, June 30 . $ 105* 


♦Credit 

Instructions: (1) Prepare an income statement accompanied by schedules 
in support of income and expense totals. 

(2) Prove the profit or loss by reconciling beginning and ending capital 
balances. 
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24 - 3 . Statements of condition and an analysis of cash from A. M. Smith’s 
incomplete records are prepared as follows: 


Balance Sheet of A. M. Smith as op January 1,1963 


Cash. 

$ 400 

Accrued interest on notes pay- 


Accrued interest on notes receiv- 


able. 

$ 3 

able. 

18 

Accounts payable. 

1,300 

Accounts receivable. 

3,710 

Notes payable. 

1,000 

Notes receivable. 

1,450 

Accrued wages and salaries.... 

70 

Merchandise inventory. 

1,500 

Unearned interest income. 

7 

Unexpired insurance. 

40 

1 A. M. Smith, Capital. 

11,248 

Deferred interest expense. 

10 



Delivery equipment. 

1,200 



Buildings. 

2,400 



Land. 

2,900 




$13,628 


$18,628 


Balance Sheet of A. M. Smith as of January 31,1963 


Cash. 


$ 463 

Accrued interest on notes pay- 


Accrued interest on notes receiv- 


able. 

$ 6 

able. 


9 

Accounts payable 

1,580 

Accounts receivable 


3,080 

Notes payable. . . 

1,000 

Notes receivable . . . 


1,600 

Accrued wages and salaries . . 

45 

Merchandise inventory 


1,700 

Accrued taxes. 

15 

TTnexpired insurance.... 


65 

Unearned interest income. 

2 

Deferred interest expense 


8 

A. M. Smith, Capital. 

11,112 

Delivery equipment.... 

$1,200 




Less allow, for depr.. . 

25 

1,175 



Buildings. 

$2,800 




Less allow, for depr... 

40 

2,760 



Land. 


2,900 





$13,760 


$13,760 


Cash 


Jan. 1 Balance. 

. . 400 

Jan. 

Withdrawal by Smith 

500 

Accounts receivable. . . 

. . . 7,800 


Building. 

400 

Sales. 

. . . 1,200 


Purchases . . 

340 

Interest income.. 

12 


Accounts pavable . . . 

. 6,000 




Wages and salaries .... 

300 




Insurance. 

44 




Miscellaneous operating 





expense. 

900 




Freight in. 

450 




Interest expense. 

15 



Feb. 1 

Balance. 

463 


9,412 



9,412 

Feb. 1 Balance. 

463 





Instructions: (1) Calculate the profit or loss for January by considering 
the changes in the owner’s capital balance. 

(2) Prepare an income statement with income and expense detail, sup¬ 
ported by schedules showing determination of amounts reported. 
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24-4. A balance sheet for 0. H. Liggett on January 1, 1953, showed the 
following: 


O. H. LIGGETT 
Balance Sheet 
January 1, 1953 


Cash 

$ 1,100 

Accrued interest on notes pav- 


Accrued interest on notes receiv- 


able 

$ 5 

able 

15 

\ccounts payable 

1,510 

Notes receivable 

1,400 

Notes payable 

1,200 

Accounts receivable 

3,060 

Accrued wages and salaries 

80 

Merchandise inventory 

1,600 

Unearned interest income 

8 

Unexpired insurance 

120 

0. H. Liggett, capital 

12,504 

Deferred interest expense 

12 



Delivery equipment 

1,500 



Building 

4,800 



Land 

1,700 




$1 5,307 


$15,307 

On January 31, 1953, the asset and liability balances are: 


Assets 


Liabilities 


Cash 

$ 2,240 

Accrued interest on notes pay- 


Accrued interest on notes receiv- 


able 

$ 7 

able 

12 

Notes pa'^dble 

880 

Notes receivable 

1,500 

Accounts payable 

1,500 

Accounts receivable 

3,200 

Accrued wages and salaries 

50 

Merchandise inventory 

i.e.'o) 

Accrued taxes 

60 

Unexpired insurance 

45 

Unearned interest income 

6 

Deferred interest expense 

9 


- - 

Delivery equipment 

1,455 


$ 2,503 

Building 

4,776 



Land 

2,700 




$17,587 



Uncollectible accounts 

receivable of $225 were written off 

during 

the month. All notes receivable and notes payable arose from merchan- 

dise transactions. 




Cash receipts and disbursements for the month were: 


Receipts 


Disbursements 



Accounts and notes receivable 

$ 8,800 

Investment by Liggett 

800 

Sales 

720 

Interest income 

30 


$10,350 


Land $ 1,000 

Purchases 150 

Accounts and notes payable 6,200 

Wages and salaries 350 

Insurance 50 

Miscellaneous operating expense 1,050 
Freight in 400 

Interest expense 10 


$ 9,210 


Instructions: (1) Calculate the profit or loss for January by considering 
the changes in capital. 

(2) Prepare an income statement with income and expense detail, sup¬ 
ported by schedules showing determination of amounts reported. 
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24-5. A balance sheet prepared for Adams and Barney on January 1, 
1953, had the following balances: 


ADAMS AND BARNEY 
Balance Sheet 
January 1, 1953 


Cash. $ 750 

Interest receivable . 40 

Notes receivable . 1,400 

Accounts receivable . 6,600 

Merchandise inventory . 7,000 

Deferred expenses. 260 

Furniture and fixtures. 3,200 


$19,250 


Accrued expenses. 

. $ 275 

Accounts payable. 

. 5,875 


Adams, capital. 


Barney, capital. 

. 6,725 


$19,250 


On December 31, 1953, 

asset and liability balances are: 


Assets 


Liabilities 


Interest receivable. 

Notes receivable. 

Accounts receivable'. 

Merchandise inventory. 

. $ 50 

2,000 
7,250 
7,500 
280 
4,020 

Cash overdraft. 

Accrued expenses . 

Notes payable. 

Accounts payable. 

. $ 250 

140 
2,500 
7,270 

Furniture and fixtures. 


$10,160 


$21,100 




Cash receipts and disbursements 

Receipts 

Investment by Adams. $ 1,200 

Cash sales. 4,200 

Receipts on accounts 

and notes. $30,000 

Less discount 

allowed. 400 29,600 

Interest on notes. 80 

Proceeds from own 6-month, 

$2,500 note discounted at the 
bank at 6% on September 1, 

1953. 2,425 

$37,505 


for the year were: 

_ Disbursements _ 

Withdrawals by Adams ($225 

monthly). $ 2,700 

Withdrawals by Barney ($225 

monthly). 2,700 

On accounts payable. . $22,300 
Less discounts 

allowed. 500 21,800 

Purchases of store fixtures on 

July 1, 1953. 1,200 

Operating expenses. 10,105 


$38,505 


Deferred interest on the note payable of $25 is included in the deferred 
expense total of $280 on the balance sheet as of December 31. 

Bad accounts written off during the year totaled $370. 

Sales returns and allowances were $690. 


Instructions: (1) Prepare a balance sheet as of December 31, 1953, sup¬ 
ported by a schedule summarizing changes in capital accounts. 

(2) Prepare an income statement showing the income and expense detail, 
supported by schedules to show determination of reported amounts. 


































Ch. 24] 


STATEMENTS FROM INCOMPLETE DATA 


751 


24-6. Balance sheets for the Dome Company on January 1 and June 30, 
1953, have the following balances: 


Assets 

January 1 

June 30 

Cash. 

. $ 15,000 

$ 81,000 

Notes receivable. 

. 20,000 

15,000 

Accounts receivable. 

. 75,000 

90,000 

Merchandise inventories. 

... . 210,000 

200,000 

Deferred expenses. 

. 12,000 

10,000 

Investments (at cost). 

. 30,000 

10,000 

Buildings and equipment .. 

. 300,000 

320,000 


$662,000 

$726,000 

Liabilitip:s and Capital 



Accrued expenses. 

. $ 3,000 

$ 2,500 

Notes payable. 

. 4;,000 

57,000 

Accounts payable. 

. 60,000 

75,000 

Bonds payable . 

50,000 

— 

Capital stock. 

. 300,000 

350,000 

Paid-in surplus. 

. 100,000 

125,000 

Earned surplus. 

.... 102,000 

116,500 


$662,000 $726,000 


An analysis of cash receipts and disbursements discloses the 

following: 

Receipts 


Disbursements 


Capital stock. 

$ 75,000 

Trade creditors . 

. $210,000 

Trade debtors 

235.000 

Expenses (operating and other) 70,000 

Cash sales . 

80,000 

Dividends . 

40,000 

28,000 

Notes receivable discounted: 

Equipment. 

face value, $20,000, proceeds 
Notes payable discounted: 

19,500 

Bonds . 

50,000 

face value, $30,000, proceeds 

28,500 



Sale of investments 

26,000 




Imtructions: (1) Prepare an income statement supported by schedules 
showing calculation of income and expense balances for the six-month period 
ended June 30, 1953. 

(2) Prove the profit or loss determined in part (1) by the preparation of 
a statement of earned surplus. 

24-7. P. A. Wade, an attorney, prepared the operating statement on page 
752 from the information shown in his cash account. 

The following facts are ascertained upon inspection of additional informal 
records that are available: 

(1) On January 1, 1953, clients owed Wade $2,800; on December 31, 
1953, the amounts owed by clients totaled $2,950. 

(2) Wade collected $2,100 as a retainer for the period March 1, 1953, 
to February 28, 1954. 
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P. A. WADE 
Operating Statement 
For Year Ended December 31, 1953 


Cash receipts: 

Collection of fees and retainers. $13,700 

Cash disbursements: 

Office salaries. $3,240 

Rent. 1,200 

Utilities. 120 

Office supplies. 100 

Miscellaneous expense. 400 


Total expenses. 5,060 


Net income for year. $ 8,640 

(3) Rent was paid in advance on the fifteenth of each month. On 
November 15 rent was increased from $96 to $120 per month. 

(4) Office supplies on hand on January 1 were $25; on December 31, 
$40. 

(5) On December 1, Wade received a $2,000, 90-day note, interest 
at 6% payable at maturity, in payment for services rendered. 

(6) Salaries are paid on the fifteenth of each month. A secretary was 
employed throughout the year at $220 a month. An office clerk 
was continuously employed since September 16 at $200 a month. 

(7) Miscellaneous expense includes taxes of $60 that were paid on 
September 1 for the taxable year July 1, 1953, to June 30, 1954. 
At the beginning of the year the amount of prepaid taxes was $25. 

(8) Furniture and fixtures, cost $3,200, were acquired on March 1, 
1951. Assets are estimated to-have a 10-year life. 


Instructions: Prepare an operating statement on the accrual basis, sup- 
by schedules showing how income and expense balances are determined. 

Dr. Jerome L. Terry, a credit dentist, keeps a record of cash receipts 
Wu disbursements that shows the following information for 1953: 


Receipts: 

Collections of fees. $14,200 

Loan from bank. 2,000 

Payments: 

^Salaries. 5,100 

Office supplies. 246 

•Office furniture and 

fixtures. 800 

Insurance for 1953. 250 


Payments (continued): 

Ik^boratory tools. $ 440 

►Dental supplies. 1,370 

•Itepairs to dental 

equipment . 25 

Advertising . 2,000 

Rent. 1,620 

tftilities. 150 

Miscellaneous expense . . . 304 

Personal drawings. 5,600 


The following information is obtained from additional informal 
vouchers and records found in the office: 

Amounts receivable from clients on January 1, 1953, totaled $750. 
^ On December 31, 1953, amounts receivable are $4,600. 

(25 The dental supplies inventory on January 1 was $320; on December 
31 the inventory is $440. 
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The office supplies inventory on January 1 was $35; on December 
31 the inventory is $95. 

(4) On December 30, Dr. Terry sold doubtful accounts of $450 to 
Commercial Factors for $200. Cash has not yet been received on 
the sale. All of the unsold accounts are expected to be fully col¬ 
lectible. 

(5) The loan from the bank was made on October 31 and is due at the 
end of 3 months with interest at 6%. 

^ Office furniture and fixtures were purchased on March 31, 1953, 
and are estimated to lasc 8 years with no scrap value. 

(Z) Estimated depreciation of dental equipment for 1953 was $360. 

^ Dental tools were inventoried at $700 at the beginninp: of the year; 
the inventory on December 31 is $620. 

Iff) The office secretary was paid $200 a month at the end of each 
month; a laboratory assistant was hired on March 16 and was 
paid $300 on the fifteenth of each month. 

(10) Rent was paid in advance on the U^nth of each month. Rent was 
increased on July 10 from $120 to $150 monthly. 

[l\) Prepaid advertising on December 31 is $125 and a((Tued charges 
for advertising are $375. No adverti.^ing was done in 1952. 

(1^5 Miscellaneous expense includes personal and ])roperly taxes of 
$100, paid on August 1, for the taxable yew ended June 30, 1954. 
Prepaid taxes on January 1, 1953, were $25. 

Inatructwnn: Prepare an income staiement for 1953 on the accrual basis, 
supported by schedules showing how income and expense balances are de¬ 
termined. 

24-9. Buxby and Landon are partners in the operation of a retail store. 
They are concerned about the apparent discrej)ancy between their income 
and their volume of sales. Although they maintain incomplete accounting 
records, their experience in the business suggests to them that there is 
possible theft or larceny on the part of their staff. 

The partners have asked you, in connection with your initial audit 
(covering the calendar year 1953), to apply such tests as you can to deter¬ 
mine whether there is any indication of shortage. In the course of your 
investigation you obtain the following facts having a bearing on the i)rob- 
lem: 

(a) The physical inventory taken December 31, 1953, under your observa¬ 
tion, amounted to $4,442 cost, $4,171 market. The inventory of 
December 31, 1952 was $6,256 cost, $6,013 market. It has been the 
firm’s practice to value inventory at lower of cost or market, treating 
any loss or decline in market value as‘‘other expense.” 

(b) Using the treatment of “loss or decline in market value” of inventory 
as mentioned in (a) above, the average gross profit in recent periods 
has been 35% of net sales. The partners inform you that this per 
cent seems reasonable and that they expected the same result for 
1953, since their mark-up per cent was approximately the same as 
in the past. 
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(c) The December 31, 1952 balance sheet shows accounts receivable of 
$2,057. Notes payable to banks and trade accounts payable were 
combined on the December 31, 1952 balance sheet. They totaled 
$9,622. The firm records accounts payable at the net figure, as cash 
discounts are seldom missed. Purchases have been shown net in 
past income statements. Sales discounts have been treated as deduc¬ 
tions from sales in the past. 

(d) During 1953 accounts were written off in the amount of $216, and an 
account for $148 written off in 1952 was collected and recorded as a 
regular collection on account. 

(e) Unpaid sales slips show that customers owed $3,246 on December 31, 
1953. 

(f) Unpaid invoices indicate that the firm owed trade creditors $5,027 
at the end of 1953. Record of notes outstanding indicates that $3,000 
was owed to banks on December 31, 1953. 

(g) Sales returns amounted to $95 and purchase returns amounted to $272. 

(h) Of the items in the cash records, the following are pertinent: 


Receipts: 

From customers (after $272 discounts). $49,851 

From bank loan (net of 60-day, 6% discount) . 2,970 

Disbursements: 

To trade creditors (after $916 cash discounts). 38,970 

To banks on loans . 4,000 

To customers for returned goods . 72 


Instruct ion h: Compute the amount by which the physical inventory is 
short, assuming the gross profit rate of 35is reasonable. (A.I.A. adapted) 

24-10. Paul Canby, a merchant, kept^very limited records. Purchases of 
merchandise were paid for by check, but most other items of cost were 
paid out of cash receipts. Weekly the amount of cash on hand was de¬ 
posited in a bank account. No record was kept of cash in the bank, nor 
was a record kept of sales. Accounts receivable were recorded only by 
keeping a copy of the sales ticket, and this copy was given to the customer 
when he paid his account. 

Canby had started in business on January 1, 1953, with $20,000 cash 
and a building that had cost $15,000, of which one third was the value of 
the building site. The building depreciated 4:% a year. An analysis of the 
bank statements showed total deposits, including the original cash invest¬ 
ment, of $130,500. The balance in the bank per bank statement on De¬ 
cember 31, 1953, was $5,300, but there were checks amounting to $2,150 
dated in December but not paid by the bank until January. Cash on hand 
on December 31 was $334. 

An inventory of merchandise taken on December 31, 1953, showed 
$16,710 of merchandise on a cost basis. Tickets for accounts receivable 
totaled $1,270, but $123 of that amount is probably not collectible. Un¬ 
paid suppliers' invoices for merchandise amount to $3,780. During the 
year Canby had borrowed $10,000 from his bank, but he repaid by check 
$5,000 principal and $100 interest. He has taken for personal expense 
$4,800 from the cash collections. Expenses paid in cash were as follows: 
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Utilities 

Advert ising 

Sales help (part time) 

Supplies, stationery, etc. 

Insurance 

Real estate taxes 


$554 

50 

590 

100 

234 

350 


Store fixtures with a lisL price of $7,000 were purchased early in Jan¬ 
uary on a one-year installment basis. During the year, checks for the 
down payment and all maturing installments totaled $5,600. At Decem¬ 
ber 31, the final installment of $1,525 rt mains unpaid. The fixtures have 
an estimated useful life of 10 years. 

Instruciioyis: Based on the above information, prepare an income state¬ 
ment for 1953, supported by all computations necessary to determine the sales 
and the purchases for the year. i^A.l.A. adapted) 


24-11. The Hardin I\irniture Store (a sole proprietorship) did not have 
complete records on a double-entry basis. However, from an investiga¬ 
tion of its records you have established the information shown below: 

(1) The assets and the liabilities as of December 31, 1952, were* 



Dkbit 

Credit 

Cash 

$ 5,175 


Accounts receivable 

10,556 


Allowance for loss on accounts 


$ 740 

Fixtures 

3,130 


Accumulated depreciation 


1,110 

Prepaid insurance 

158 


Prepaid supplies 

79 


Accounts payable 


4,244 

Accrued miscellaneous expenses 


206 

Accrued taxes 


202 

Merchandise inventory 

19,243 


Note payable 


5,000 

Hardin, capital 


26,839 


(2) A summary of the transactions for 1953 as recorded in the checkbook 
shows: 

Deposits for the year (including the redeposit of $304 of 
checks charged back by the bank) $83,187 

Checks drawn during the year 84,070 

Customers' checks charged back by the bank 304 

Bank service charges . . 22 


(3) The following information is available as to accounts payable: 

Purchases on account during year $57,789 

Returns of merchandise allowed as credits against accounts 
by vendors . . . 1,418 

Payments of accounts by check 55,461 

(4) Information as to accounts receivable shows the following: 

A^’counts written off $ 812 

Accounts collected • . 43,083 

Balance of accounts December 31, 1953 (of this balance $700 

is estimated to be uncollectible) , , . 11,921 
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(5) Checks drawn during the year include checks for the following ite ms: 

Salaries. $10^988 

Rent. 3,600 

Heat, light, and telephone. 394 

Supplies. 280 

Insurance. 341 

Taxes and licenses. 1,017 

Drawings of proprietor. 6,140 

Miscellaneous expense. 769 

Merchandise purchases . 2,080 

Note payable. 3,000 


$28,609 


(6) Merchandise inventory December 31, 1953, was $17,807. Prepaid in¬ 
surance amounted to $122 and supplies on hand amounted to $105 as 
of December 31, 1953. Accrued taxes were $216 and miscellaneous 
accrued expenses were $73 at the year end. 

(7) Cash sales for the year are assumed to account for all cash received 
other than that collected on accounts. Fixtures are to be depreciated 
at the rate of 10% per annum. 

hii^tructions: (1) Prepare a balance sheet as of December 31, 1953. 

(2) Prepare an income statement for the year 1953. (A.T.A. adapted) 


24-12. As of December 31, 1952, the Clyde Manufacturing Company, 
with outstanding capital stock of $30,000, had the following assets and 
liabilities: 


Cash. $ 5,000 

Accounts receivable . 10,000 

Raw material inventory . . . 4,000 

Work-in-process inventory. 2,000 

Finished goods inventory . 6,000 

Prepaid expenses. 500 

Fixed assets (net) . 30,000 

Current liabilities. 17,500 


During the year 1953 the surplus account increased 50% as a result of 
the year’s business. No dividends were paid during the year. Balances 
of accounts receivable, prepaid expenses, current liabilities, and capital 
stock were the same on December 31,1953, as they had been on December 
31,1952. Inventories were reduced by exactly 50%„ except for the finished 
goods inventory which was reduced by one third. Fixed assets (net) were 
reduced by depreciation of $4,000, charged three fourths to manufacturing 
expense and one fourth to general expense. Sales were made at 50% 
above their cost of $40,000. Direct labor cost was $9,000 and manufactur¬ 
ing expense amounted to $11,000. Total general expense and selling ex¬ 
pense amounted to 15%, and 10%; respectively of the gross sales. 

Imtructions: Prepare a balance sheet as of December 31, 1953, and an 
income statement for the year 1953 including therein or in a separate schedule 
the details of cost of goods manufactured and sold. Support the formal state¬ 
ments with working papers. (A.l.A. adapted) 





















Chapter 25 


Errors and Their Correction 


A number of special practices are usually 
adopted by a business unit to insure accuracy 
in recording and summarizing transactions. A prime requisite, of 
course, in achieving accuracy is the establishment of an accounting 
system with procedures that provide safeguards against either careless¬ 
ness or dishonesty. Such a system should provide for regular and 
integrated routines. Personnel should have fixed responsibilities. Pro¬ 
cedures should provide for checks and controls that olb r means for the 
continuous reconciliation and proof of recorded data. An internal 
auditing department whose function it is to verify recorded data may 
be established as a part of the accounting system. Independent public 
accountants may be engaged for the verification of recorded data and 
for the development of accounting statements as a further means of 
insuring accounting accuracy in the accumulation of transaction data 
and in their summary and presentation. 

Despite the accounting system that is established and the verifica¬ 
tion procedures that are employed, some misstatements will enter into 
the financial reports. Misstatements may be minor ones whose effects 
on the presentations are immaterial; others may be of a material 
nature, resulting in the serious misrepresentation of financial position 
and the results of operations. Misstatements on the accounting reports 
may arise from intentional acts on the part of employees or officers to 
misrepresent the facts or from unintentional acts on the part of em¬ 
ployees resulting in inaccuracies or omis.sions in recorded data. 

Intentional Misstatements. When incorrect statements result 
from intentional falsification of entries or records, the motive or 
motives may be: (1) to evade taxation; (2) to develop statements that 
will affect the market price of securities issued by the company in a 
certain manner; (3) to obtain certain favorable decisions of regulatory 
bodies; (4) to conceal the theft of cash, securities, merchandise, or 
other assets; (5) to conceal facts that may embarrass management; 

(6) to make possible more favorable statements for credit purposes; or 

(7) to de\relop statements that will provide for higher bonus accruals 
to management. The best possible accounting system will not prevent 
misstatements that are made under the direction of managing officials. 
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Unintentional Misstatements. It would be impossible to offer a 
complete list of the misstatements that might arise unintentionally. 
Unintentional misstatements arise from clerical errors in recording or 
from failures in the application of accounting principles. Among the 
most common errors are postings to the wrong customer or creditor 
accounts, the recording of activities in the wrong profit or loss account, 
the failure to state inventories accurately, the omission of deprecia¬ 
tion, the failure to distinguish properly between capital and revenue 
charges, and the failure to recognize all adjustments for accrued and 
deferred items. These and other unintentional errors can be kept to a 
reasonable minimum through adequate systems of internal check and 
satisfactory procedures for the audit and review of accounting data. 

The discussion in this chapter is devoted to account misstatements 
arising from failures in recording or properly summarizing activities 
and to the accounting procedures that are required upon the discovery 
of such misstatements. 

TYPES OF ERRORS Certain errors affect balance sheet data only. 

For example. Cash is debited instead of Ac¬ 
counts Receivable. Discovery of the error cajls for the correction of 
the real account balances. Other errors affect income statement data 
only. For example, Sales Salaries is debited instead of Office Salaries. 
The discovery of this error before the accounts are closed calls for a 
correction in the nominal accounts; discovery after the accounts are 
closed would require no action since the real accounts carried into the 
new period are accurately stated. 

Certain errors affect both balance sheet and income statement data. 
Such errors fall into two classes; 

(1) Those errors that, when not detected, are counterbalanced in 
the regular course of bookkeeping in the succeeding fiscal 
period. The income statements for two successive periods are 
incorrect; the balance sheet at the end of the first period is 
incorrect, but the balance sheet at the end of the succeeding 
period is correctly stated. Examples of such errors are: the 
misstatement of inventories, the omission of adjustments for 
accrued income and expense items, and the omission of adjust¬ 
ments for deferred income and expense items. 

(2) Those errors that affect both the income statement and the 
balance sheet but that are not counterbalanced in the regular 
course of bookkeeping during the subsequent period. Balance 
sheets prepared after the error is made are incorrect until 
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entries are made to compensate for or to correct such errors. 
In this class are such errors as the misstatement of depreciation 
and the recognition of a capital expenditure as a revenue ex¬ 
penditure or vice versa. 

When errors affecting both balance sheet and income statement 
accounts are discovered, they must be carefully analyzed to determine 
the action that is required in correcting the accounts. 

Errors are generally discovered when the periodic adjusting entries 
are being made, when an audit is being undertaken, when a business is 
to be sold, when a change of ownership is made in a partnership, when 
questions of taxation are to be decided, when heirs of an estate are to 
be satisfied, or when a merger or a consolidation of two or more con¬ 
cerns is contemplated or accomplished. 

CORRECTING ENTRIES It has been observed in earlier chapters that 

two procedures are available in correcting 
accounts for errors in profits of prior peril vis; (1) If the clean surplus 
approach is to be followed and modification of past profits is to be 
reflected in a special section on the income statement, corrections are 
summarized in nominal accounts that are ultimately transferred to 
Earned Surplus. (2) If the income statement is to be limited to the pre¬ 
sentation of normally recurring activities or to transactions of the 
current period and if errors in past profits are viewed as requiring 
correction in the account that now reflects such profits, corrections are 
recorded directly in the earned surplus account. When the latter prac¬ 
tice is followed, the earned surplus statement will di.splay changes 
in earned surplus resulting from recognition of errors in pa.st profit 
measurements. Analysis of the earned surplus account is required in 
providing the detail for the development of this statement. In the 
examples in this chapter, to simplify presentations it will be assumed 
that corrections are recorded directly in Earned Surplus. 

It may be observed that, in practice, no action i« generally taken in 
the accounts upon the discovery of errors that do not involve material 
amounts and that will be counterbalanced in the normal course of 
accounting. Justification for such a procedure is made on the grounds 
of expediency. In the illustrations in this chapter, however, it is 
assumed that corrections are to be made in the accounts for all errors 
that are discovered. 

The entries that are required in correcting errors are illustrated 
in the example that follows. The errors to be considered are representa¬ 
tive of those that are frequently found. 
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Assume that the books of the Monarch Wholesale Co. are reviewed 
in 1954 before the accounts for 1954 have been adjusted and closed. 
During the course of review, the errors that are listed below and on 
the following pages are discovered. 

(1) Misstatement of Merchandise Inventory. It is discovered that 
the merchandise inventory as of December 31, 1952, was understated 
by $1,000. The effects of the misstatement were as follows: 

Income Statement Balance Sheet 

For 1952: Cost of Goods Sold Overstated Assets Understated (Inventory too low) 
(Ending Inventory too low) 

Net Income Understated Surplus Understated 

For 1953: Cost of Goods Sold Under- Balance sheet items not affected, surplus 
stated (Beginning Inventory understatement for 1952 being cor- 
too low’) reeled by profit overstatement for 

Net Income Overstated 1953. 

Since the balance sheet items at the end of 1953 were correctly 
stated, no entry to correct the accounts is required in 1954, the error 
made in 1952 having been counterbalanced by the misstatement in 
1953. 

If the error had been discovered in 1953 instead of 1954, an entry 
would have been made to correct the account balances in order that 
the transactions for 1953 might be reported accurately notwithstand¬ 
ing past errors. The correcting enfry to increase the inventory and 
Earned Surplus would have been made as follows in 1953: 


Merchandise Inventory. 1,000 

Earned Surplus. 1,000 


(2) Misstatement of Merchandise Pmchases. It is discovered that 
a purchase invoice as of December 28,1952, for $500 was not recorded 
until 1953. The goods were included in the inventory at the end of 
1952. The effects of the failure to record the purchase were as follows: 

Income Statement Balance Sheet 

For 1952: Cost of Goods Sold Under- Liabilities Understated (Accounts Pay- 
stated (Purchases too low) able too low) 

Net Income Overstated Surplus Overstated 

For 1953: Cost of Goods Sold Overstated Balance sheet items not affected, surplus 
(Purchases too high) overstatement for 1952 being cor- 

Net Income Understated rected by profit understatement for 

1953. 

Since the balance sheet items at the end of 1953 were correctly 
stated, no entry to correct the accounts is required in 1954. 




Ch. 251 


ERRORS AND THEIR CORRECTION 


761 


If the error had been discovered in 1953 instead of 1954, a correcting 
entry would have been necessary. In 1953 Purchases was debited and 
Accounts Payable credited for $500 for merchandise acquired in 1952 
and included in the ending inventory for 1952. Earned Surplus would 
have to be reduced by $500, representing the profit overstatement for 
1952, and Purchases would have to be credited for a similar amount to 
reduce Purchases to the cost of merchandise acquired in 1953. The 
correcting entry in 1953 would have been: 


Earned Surplus. 500 

Purchases. 500 


(3) Failure to Record Deferred Expense, It is discovered that in¬ 
terest expense for 1952 included $50 that should have been deferred 
in adjusting the accounts on December 31, 1952. The effects of the 
failure to record the deferred expense were as follo\'"s: 


Income Statement 

For 1952: Expenses Overstated (Interest 
Expense too high) 

Net Income Understated 


Balance Sheet 

Assets Understated (Deferred Interest 
Expense not reported) 

Surplus Understated 


For 1953; Expenses Understated inter¬ 
est Expense too low) 

Net Income Overstated 


Balance sheet items not affected, surplus 
understatement for 1952 being cor¬ 
rected by profit overstatement for 1953. 


Since the balance sheet items at the end of 1953 were correctly 
stated, no entry to correct the accounts is required in 1954. 

If the error had been discovered in 1953 instead of 1954, a correcting 
entry would have been necessary. If the deferred interest expense had 
been properly recorded at the end of 1952, the balance in this account 
would have been transferred to the debit side of the interest expense 
account by means of a reversing entry at the beginning of 1953. This 
would have to be recognized in preparing the correcting entry. In¬ 
terest Expense, then, would have to be debited for $50, the expense 
relating to operations of 1953, and Earned Surplus would have to be 
credited for a similar amount representing the profit understatement 
for 1952. The correcting entry in 1953 would have been; 


Interest Expense. 50 

Earned Surplus. 50 


(4) Failure to Record Accrued Income. Accrued interest on notes 
receivable of $20 was overlooked in adjusting the accounts on Decem¬ 
ber 31, 1952. The income was recognized when the interest was col¬ 
lected in 1953. The effects of the failure to record the accrued income 
were as follows: 
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Income Statement Balance Sheet 

For 1952: Income Understated (Interest Assets Understated (Accrued Interest on 
Income too low) Notes Receivable not reported) 

Net Income Understated Surplus Understated 

For 1953. Income Overstated (Interest Balance sheet items not affected, surplus 
Income too high) understatement for 1952 being cor- 

Net Income Overstated rected by profit overstatement for 1953. 

Since the balance sheet items at the end of 1953 were correctly 
stated, no entry to correct the accounts is required in 1954. 

If the error had been discovered in 1953 instead of 1954, an entry 
would have been necessary to correct the account balances. If the 
accrued interest on notes receivable had been properly recorded at the 
end of 1952, the balance in the asset account would have been trans¬ 
ferred to the debit side of the interest income account by means of a 
reversing entry at the beginning of 1953. The debit in Interest Income 
would have been offset against interest collections reported on the 
credit side of the account in determining the amount actually earned 
in 1953. The effect of the reversing entry would have to be recognized 
in preparing the correcting entry. Interest Income would have to be 
debited for $20, the income accrued in 1952 and to be subtracted from 
receipts of 1953, and Earned Surplus would be credited for a similar 
amount representing the profit understatement for 1952. The correct¬ 
ing entry in 1953 would have been: 

Interest Income 20 

Earned Surplus ’ 20 

(5) Overstatement of Deferred Expense. On January 2, 1952, $180 
representing insurance for a three-year period was paid. The charge 
was made to the asset account Unexpired Insurance. No adjust¬ 
ment was made at the end of 1952. At the end of 1953, the unexpired 
insurance account was reduced to the unexpired balance on that date, 
$60, insurance for two years or $120 being charged to operations of 
1953. The effects of the misstatements were as follows: 

Income Statement Balance Sheet 

For 1952: Expenses Understated (Tnsur- Assets Overstated (Unexpired Insurance 
ance Expense not reported) too high) 

Net Income Overstated Surplus Overstated 

For 1953 Expenses Overstated (Insur- Balance sheet items not affected, surplus 
ance Expense too high) overstatement for 1952 being cor- 

Net Income Understated rected by profit understatement for 

1953 

Since the balance sheet items at the end of 1953 were correctly 
stated, no entry to correct the accounts is required in 1954. 
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If the error had been discovered in 1953 instead of 1954, an entry 
would have been necessary to correct the account balances. Earned 
Surplus and Unexpired Insurance would have been decreased for the 
expired insurance of $60 relating to 1952 bv the following entry in 
1953: 

Earned Surplus 60 

Unexpired Insurance 60 

The expired insurance of $60 for 1953 would have been recorded 
at the end of that year by an appropriate adjustment. 


(6) Fo'dure to Record Dejerred Income. Unearned interest on notes 
receivable of $75 as of December 31,1952, and $125 as of December 31, 
1953, were overlooked in adjusting the accounts on each of these dates. 
Interest Income had been credited for inrin-est receipts. The effects 
of the failure to recognize the income of $75 that was to be deferred 
at the end of 1952 were as follows: 

Income Statement 

For 1952: Income Overstated {Inter(‘st 
Income too high i 
Net Income Overstated 

For 1953: Income Understated (Interest 
Income too low) 

Net Income Understated 


H U.\NCK SUKKI 

Liabilities Understated (Unearned Inter¬ 
est Income not reported) 

Surplus Overstated 

Balance sheet items not allected, surplus 
overstatement for 1952 being cor¬ 
rected ))v profit understatement for 
1953. 


The effects of the failure to recognize the deferred income of $125 
at the end of 1953 were as follows: 

Income Statement Balance Sheet 

For 1953: Income Overstated (Interest Liabilities Understated (Unearned Inter- 
Income too high) est Income not reported) 

Net Income Overstated Surplus Overstated 

No entry is required in 1951 to correct the accounts for the failure 
to record the deferred income at the end of 1952, the misstatement in 
1952 having been counterbalanced by the misstatement in 1953. An 
entry is required, however, to correct the accounts for the failure to 
record the deferred income at the end of 1953 if the profit for 1954 is 
not to be misstated. If the deferred income had been recorded at the 
end of 1953, the balance in Unearned Interest Income would have been 
transferred to the credit side of the interest income account by means of 
a reversing entry at the beginning of 1954. This must be recognized 
in recording the correcting entry. Earned Surplus must be debited for 
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$125, representing the profit overstatement for 1953, and Interest 
Income must be credited for the same amount, representing the in¬ 
come that is to be identified with 1954. The correcting entry is: 


Earned Surplus. 125 

Interest Income. 125 


If the failure to adjust the accounts for the deferred income of 1952 
had been recognized in 1953 instead of 1954, an entry similar to the 
one above would have been required in 1953 to correct the account 
balances. The entry at that time would have been: 


Earned Surplus. 75 

Interest Income. 75 


(7) Failure to Record Accrued Expense. Accrued sales salaries of 
$240 as of December 31,1952, and $210 as of December 31,1953, were 
overlooked in adjusting the accounts on each of these dates. Sales 
Salaries is debited for salary payments. The effects of the failure to 
record the accrued expense of $240 as of December 31, 1952, were as 
follows: 


Income Statement 

For 1952: Expenses Understated (Sales 
Salaries too low) 

Net Income Overstated 


Balance Sheet 

Liabilities Understated (Accrued Salaries 
not reported) 

Surplus Overstated 


For 1953: Expenses Overstated (Sales 
Salaries too high) 

Net Income Understated 


Balance sheet items not affected, surplus 
' overstatement for 1952 being cor¬ 
rected by profit understatement for 
1953. 


The effects of the failure to recognize the accrued expense of $210 
on December 31,1953, were as follows: 

Income Statement Balance Sheet 

For 1953: Expenses Understated (Sales Liabilities Understated (Accrued Salaries 
Salaries too low) not reported) 

Net Income Overstated Surplus Overstated 


No entry is required in 1954 to correct the accounts for the failure 
to record the accrued expense at the end of 1952, the misstatement in 
1952 having been counterbalanced by the misstatement in 1953. An 
entry is required, however, to correct the accounts for the failure to 
record the accrued expense at the end of 1953 if the profit of 1954 is 
not to be misstated. If the accrued expense had been recorded at the 
end of 1953, the balance in Accrued Salaries would have been trans¬ 
ferred to the credit side of the sales salaries account by means of a 
reversing entry at the beginning of 1954. This must be recognized in 
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recording the correcting entry. Earned Surplus must be debited for 
$210, representing the profit overstatement for 1953, and Sales Salaries 
must be credited for a similar amount, representing the expense accru¬ 
ing in 1953 and to be subtracted from salary payments in 1954. The 
correcting entry is: 


Earned Surplus. 210 

Sales Salaries. 210 


If the failure to adjust the accounts for the accrued expense of 
1952 had been recognized in 1953, an entry similar to the one above 
would have been required in 1953 to correct the account balances. 
The entry in 1953 would have been: 

Earned Surplus. 240 

Sales Salaries. . . 240 

(8) Failure to Record Depreciation. Depreciation of delivery equip¬ 
ment costing $500 was overlooked at the end of 1952 and 1953. The 
equipment has an estimated five-year life. The effects of the failure 
to record depreciation for 1952 were as follows: 

Income Statement Balance Sheet 

For 1952: Expenses Understated (Depre- Assets Overstated (Allowance for Depre¬ 
ciation of Delivery Equip- ciation of Delivery Equipment too low) 
ment too low) 

Net Income Overstated Surplus Overstated 

For 1953: Expenses Not Affected Assets Overstated (Allowance for Depre¬ 

ciation of Delivery Equipment too low) 
Net Income Not Affected Surplus Overstated 

It should be observed that misstatement of income as a result of 
failure to record depreciation is not counterbalanced in the succeeding 
year. As a result, asset and surplus balances require correction when¬ 
ever the failure is discovered. 

Failure to record depreciation for 1953 affected the statements as 
shown below: 

Income Statement Balance Sheet 

For 1953: Expenses Understated (Depre- Assets Overstated (Allowance for Depre¬ 
ciation of Delivery Equip- ciation of Delivery Efjuipment Under- 
ment too low) stated) 

Net Income Overstated Surplus Overstated 

When the omission is recognized. Earned Surplus must be reduced 
and the allowance for depreciation must be increased by the total 
amount of depreciation that should have been recorded. The correct¬ 
ing entry in 1954 for depreciation that should have been recognized 
for 1952 and 1953 is as follows: 










766 


INTERMEDIATE ACCOUNTING 


(Ch. 25 


Earned Surplus. . 200 

Allowance for Depreciation of Delivery Equipment 200 


(9) Overstatemenf of Deferred Income. Unearned Rental Income 
was credited for $240 representing income for December, 1953, and 
for January and February, 1954. No adjustment was made on De¬ 
cember 31, 1953. The effects of the failure to adjust the accounts to 
show income of $80 for 1953 were as follows: 

Income Statement Balance Sheet 

For 1953: Income Understated (Rental Uiabilities Overstated (Unearned Rental 
Income too low) Income too high) 

Net Income Understated Surplus Understated 


When the error is discovered in 1954, Unearned Rental Income is 
reduced by the income that should have been recognized in 1953 and 
Earned Surplus is increased by the following entry: 

Unearned Rental Income . 80 

Earned Surplus . 80 


(10) Failure to Provide an Allowance for Bad Debts. The company 
has recognized losses on accounts receivable in the period in which 
accounts were determined to be uncollectible, as follows: 


Accounts originating from: 

In ]9Vi 

In 1951 

Sales of 1952 

$100 

$360 

Sales of 1953 


150 


$100 

$410 


In addition to the losses recognized in 1952 and 1953, it is estimated 
that additional losses will be incurred as follows: on 1952 accounts, 
$120; on 1953 accounts, $250. 

The effects of the failure to recognize the full amount of uncollecti¬ 
bles relating to 1952 income were as follows: 


Income Statement 
For 1952: Expenses Understated 
(Bad Debts too small) 
Net Income Overstated 

For 1953; Expenses Overstated (Bad 
Debts of previous year 
recognized currently! 
Net Income Understated 


Balance Sheet 

Assets Overstated (Allowance for Bad 
Debts not reported) 

Surplus Overstated 

Assets Overstated (Allowance for Bad 
Debts not reported) 

Surplus Overstated (overstatement of in¬ 
come for previous year counterbalanced 
only in part by profit understatement 
currently) 
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It should be observed that the misstatement of income as a result 
of the failure to relate bad debt losses to the period in which the account 
receivable arose may not be counterbalanced in the succeeding year. 
As a result, special anal>sis is necessary in determining the correction 
that is required in assei and surplus account balances. Failure to 
recognize uncollectibles relating to 1958 had the following effects: 

Income Statement Balance Sheet 

For 1953: Expenses Understated (Bad Assets Overstated (Allowance for Bad 
Debts too small) Debts not reported) 

Net Income Overstated Surplus Overstated 

The correcting entry in 1954 requires analysis of the extent to which 
past failures to recognize uncollectibles were counterbalanced by 
charges in later periods; Earned Surplus is debited and Allowance for 
Bad Debts is credited for charges that have not been made to prior 
operations and that are expected to emerge in the course of realization 
of receivables. Required charges and actual charges are summarized 
as follows: 





T()T\l 

Required charges: 




Losses already recognized 

4,360 

$150 

$,>10 

Losses still anticipated 

120 

250 

370 

Amounts chargeable to each year 

$4S0 

$400 

$880 

Amounts charged to each year 

100 

410 

510 

Charge understatement (overstatement) 

$;lso 

$(10) 

$370 

The correcting entry in 1951 i.s: 

Earned Surplus 

Allowance for Bad Debts 



370 

31 


If the failures to provide for uncollectibles wei-e recognized in 1958, 
the entry to correct account balances would be as follows: 

Earned Surplus • • IISO 

Allowance for Bad Debts 380 

The allowance would then have been raised at the end of 1958 by 
the provision for bad debts relating to 1958 receivables, $250, and 
reduced by the accounts receivable of 1952 written off, $2(50, thus 
producing a balance in the allowance account of $870 at the beginning 
of 1954. 

The analysis sheet on pages 768 and 769 summarizes the effects of 
the errors that are listed on pages 760 to 767. Effects on the financial 
statements are listed on the assumption that the errors were not dis¬ 
covered in 1952,1953, or 1954. A “+” sign indicates an overstatement 
in the statement section; a sign indicates an understatement in 
the statement section. 




ANALYSIS SHEET TO SHOW EFFECTS 


At End of 1952 


(1) Understatement of Merchandise 
Inventory of $1,000 on December 31, 
1952. 

Income 

Statement 

Balance Sheet 

Section 

Net 

Income 

Section 

Earned 

Surplus 

Cost of 
Goods 

Sold -f 

_ 

Current 
Assets — 

_ 

(2) Failure to record merchandise 
of $500 purchased on account in 1952; 
purchase was recorded in 1953. 

Cost of 
Goods 

Sold 

+ 

Current 
Liabili¬ 
ties — 

4 

(3) Failure to record Deferred Inter¬ 
est Expense of $50 on December 31, 
1952; amount was included as In¬ 
terest Expense. 

Other 

Exp. + 


Current 
Assets — 


(4) Failure to record Accrued In¬ 
terest on Notes Receivable of $20 
on December 31, 1952; income was 
recognized on collection in 1953. 

Other 
Income — 


Current 

Assets — 


(5) Failure to record Insurance Ex¬ 
pense of $60 in 1952, insurance for 
1952 and 1953 of $120 being charged 
to 1953. 

General 
Exp. ~ 

+ 

Current 

Assets 4 

4 

(6) Failure to record Unearned In¬ 
terest Income, amounts received be¬ 
ing shown as income. 

On December 31, 1952, $75. 

Other 
Income -f 

4 

Deferred 

Credits 

d 

On December 31, 1953, $125. 





(7) Failure to record Accrued 
Sales Salaries;expense was recognized 
when payment was made. 

On December 31, 1952, $240. 

Selling 
Exp. — 

4 

Current 
Liabili¬ 
ties — 

4 

On December 31, 1953, $210. 





(8) Failure to record Depreciation 
of Delivery Equipment. 

On December 31, 1952, $100. 

Selling; 
Exp. - 

4 

Fixed 
Assets 4 

d 

On December 31, 1953, $100. 





(9) Failure to record Rental Income 
of $80 for 1953; Unearned Rental 
Income was credited for amount re¬ 
ceived. (It is assumed that $240 is 
recognized as income in 1954.) 





(10) Failure to recognize additional 
bad debt loss of $380 relating to 1952 
and emerging in 1953 and thereafter. 

General 
Exp. — 

4 

Current 
Assets 4 

4 

Failure to recognize additional bad 
debt loss of $250 relating to 1953 
and emerging in 1954 and thereafter. 
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OF ERRORS ON STATEMENTS 


At End op 195:1 | 

At End of 1954 | 

lNt< 

State 

)ME 

MENT 

Balanci 

E Sheet 

Income 

Statement 

Bal\nce Sheet 

Section 

Net 

Income 

Section 

Earned 

Surplus 

Section 

Net 

Income 

Section 

E\rned 

Surplus 

Cost of 
Goods 

Sold 

4- 


No Edect 





Cost of 
Goods 

Sold -f- 

_ 


No Effect 





Other 

Exp. — 

4- 


No Effect 





Other 
Income -f- 

4- 


No Effect 





Genera] 
Exp. + 



No Effect 





Other 
Income - 



No Effect 





Other 
Income + 

4- 

Deferred 
Cre iits - 

d 

Other 
Income — 



No Kffect 

Selling 
Exp. 4- 



No Effect 





Selling 
Exp - 

4- 

Current 

Lial) 

f 

Selling 
Exp. I 



No Effect 

1 

No Effect 

Fixed 
Assets 4- 

4- 


No Effect 

Fixed 
Assets -1 

4 

Selling 

Exp. 

4- 

1 Fixed 

1 Assets 4 

4 


No Effect 

Fixed 
Assets -f 

4 

Other 
Income — 

- 

Deff rred 
Credits + 


Other 
Income 4 

4 


No Effect 

General 
Exp. 4- 


Current 
Assets 4- 

4- 

General 
Exp. 4 

— 


No Effect^ 

General 
Exp. - 

f 

Current 
Assets 4- 

4- 

General 
Exp 4- 

— 

Current 
Assets 4 

1 

+ 


*It IS assumed that all of the 1952 accounts are collected or written off prior to the 
end of 1954. 
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CORRECTION OF It is assumed in the following sections that 

SURPLUS errors previously listed are discovered 

in 1954 before the accounts for the year are adjusted and closed. Ac¬ 
counts must be corrected so that the asset, liability, and capital ac¬ 
counts may be stated accurately and so that income and expense 
balances may reflect balances identifled with the current period. 
Instead of preparing a separate entry for each correction, a single com¬ 
pound entry is generally made for all of the errors that are discovered. 
The corrected surplus and profit or loss balances of past years, as well 
as the data to correct the books at the time the errors are discovered, 
may be obtained by the preparation of working papers. Assume the 
following earned surplus account for the Monarch Wholesale Co.: 


Earned Surplus 


Dec. 20,1953 
Dec. 31,1953 

Div. Declared . . . 
Balance. 

2,000 

3,500 

Dec. 31,1952 
Dec. 31,1953 

Balance. 

Net Income 

3,000 

2,.500 



5.500 



5,500 




Jan.l, 1954 

Balance . 

3,500 


The working papers to determine the corrected surplus balance 
on December 31, 1952, and the actual net income for 1953 are shown 
on page 771. 


The working papers indicate that Earned Surplus is to be reduced 
by $825 as of January 1,1954. The reduction arises from the following: 


Earned Surplus overstatement as of Dec. 31, 1952 

Earned Surplus as of the date as originally reported . . $3,000 
Earned Surplus as of this date as corrected. 2,715 $285 


Earned Surplus overstatement in 1953 

Net income as originally reported. $2,500 

Net income as corrected. 1,960 540 

Earned Surplus overstatement as of January 1, 1954 . $825 


The following entry is made from the working papers in correcting 
the account balances in 1954: 


Earned Surplus. 825 

Unearned Rental Income. 80 

Interest Income. 125 

Sales Salaries. 210 

Allowance for Depreciation of Delivery Equipment. . . 200 

Allowance for Bad Debts. 370 


The debit to Earned Surplus corrects this balance for overstatement 
of profits in past periods. The debit to Unearned Rental Income re- 
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MONARCH WHOLESALE CO. 

Working Papers for Correction of Account Balances 


December, 1954 


Explanation 


Reported Earned Surplus Balance, 

Dec. 31,1952. 

Reported Net Income for Year 

Ended Dec. 31,1953. 

Corrections^: 

(1) Understatement of inventory 

on Dec. 31,1952, $1,000. 

(2) Failure to record merchandise 

purchases in 1952, $500. 

(3) Failure to record Deferred In¬ 

terest Expense on Dec. 31, 
1952, $50. 

(4) Failure to record Accrued In¬ 

terest on Notes Receivable on 
Dec. 31, 1952, $20. 

(5) Failure to record Insurance 
Expense on Dec. 31,1952, $60, 
insurance of $120 for 1952 and 
1953 being charged to 1953 ... 

(6) Failure to record Unearned 
Interest on Notes Receivable: 

(a) On Dec. 31,1952, $75 ... 

(b) On Dec. 31,1953, $125 .. 

(7) Failure to record Accrued Sales 
Salaries: 

(a) On Dec.31,1952, $240.. 

(b) On Dec.31,1953, $210.. 

(8) Failure to record Depreciation 
of Delivery Equipment: 

(a) OnDec.31,1952,$100.. 

(b) On Dec. 31,1953, $100.. .. 

(9) Failure to record Rental In¬ 
come on Dec. 31,1953, $80. . . 

(10) (a) Allowance requirement, 

1952 . 

(b) 1952 losses charged to 

1953 . 

(c) Allowance requirement, 

1953. 


Corrected Earned Surplus Bal¬ 
ance, Dec. 31, 1952 . 


Corrected Net Income for 1953 


Net Correction to Earned Sur¬ 
plus as of January 1, 1954. 




Profit 




Surplus 
Dec. 31, 
1952 

and Loss 
Year 


Accounts Requiring 

Ended 
Dec. 31, 


Correction in 1954 



1953 




Dr. 

Cr. 

Dr. 

Cr. 

Dr. 

Cr. 

Account 


3,000 


2,500 





1,000 

1,000 





500 

50 

50 

500 





20 

20 





60 



60 




75 


125 

75 


125 

Interest Income 

240 


210 

240 


210 

Sales Salaries 

100 





100 

\Allowance for Depr. of 



100 



100 

/ Delivery Equip. 




80 

80 


Unearned Rental In¬ 







come 

380 



260 

260 

380 

Allowance for 

Bad Debts 



250 



250 


L3^ 

4,070 

1,755 

3^) 

~340 

1,165 


2,715 







4,070 

4^0 








1,960 







3,715 

3,^ 








825 


Earned Surplus 





1,165 

1,165 



■For more detailed description of errors and their corrections, refer to pages 760 to 767. 
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duces this balance to the rentals unearned at the beginning of 1954. 
Interest Income is credited for the amount received in 1953 but ap¬ 
plicable to 1954. Sales Salaries is credited for the salaries that had 
accrued at the end of 1953 but that are not to be paid until 1954. 
Allowance for Depreciation of Delivery Equipment is credited for 
depreciation that should have been recorded in 1952 and 1953. Allow¬ 
ance for Bad Debts is credited for receivables estimated to be uncol¬ 
lectible. 

After recording the correcting entry, Earned Surplus will appear 
with a balance of $2,675 as follows: 


Earned Surplus 


1954 

Corrections in 


Jan. 1,1954 

Balance 

3,500 


profits of prior 




periods discov¬ 
ered during the 






course of audit 

1 

825 





By reconstructing the surplus account from the detail shown on 
the working papers, this balance may be proved to be correct. If the 
surplus balance as of December 31, 1952, and the profit of 1953 had 
been reported properly. Earned Surplus would have appeared as 
follows: 


Earned Surplus 


Dec. 20,1953 

Div. declared 

2,000 

Dec. 31,1952 

Corrected balance 


Dec. 31,1953 

Balance 

2,675 

per working 





Dec. 31,1953 

papers 

Corrected net in- 

2,715 




come for 1953 
per working pa¬ 
pers 

1,960 




4,675 



4,675 




Jan.1,1954 

Balance 

2,675 


In the foregoing example, a corrected profit figure for only the 
preceding year, 1953, was required; hence any corrections in years 
prior to this date were shown as affecting the surplus balance as of 
December 31, 1952. Working papers on page 771 were constructed 
to summarize this information by providing a pair of columns for 
surplus as of December 31, 1952, and a pair of columns for profit 
and loss data for 1953. Frequently, it is desirable to determine cor¬ 
rected operating results for a number of years. When this is to be done, 
a pair of columns must be provided for surplus as of the beginning of 
the period under review and a separate pair of profit and loss columns 
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for each year for which a corrected profit or loss balance is to be de¬ 
termined. For example, assume that an analysis of errors is to be made 
and that corrected profit and loss figures for the years 1951,1952, and 
1953 are to be determined. Working papers for the correction of ac¬ 
count balances would be constructed with headings as shown below. 
The omission of accrued salaries for a four-year period is listed Delow to 
illustrate the process of correction. 


Explanation 

Surplus 
Dec. 31, 
1950 

Profit 
AND Loss 
Yr. Ended 
Dec. 31. 
1951 

Profit 
AND Loss 
Yr. Ended 
Dec. 31, 
t952 

Profit 
AND Loss 
Yr. Ended 
Dec. 31, 
1953 

Accounts Requiring 
Correction in 1954 


Dr. 

Cr. 

Dr. 

Cr. 

Dr. 

Cr. 

Dr. 

Cr. 

Dr. 

Cr. 

Account 

Failure to record 
accrued sales sala- 
laries: 

End of: 

1950, $150 

1951, $160 

1952, $180 

1953, $125 

150 


160 ! 

150 

180 

160 

125 

180 


125 

Sales Salaries 


CORRECTION OF It is frequently desirable to prepare corrected 

PRIC«*YEARS°^ statements for past years, particularly when 

comparisons and analyses of balance sheets 
and operating data for several years are to be made. In preparing cor¬ 
rected statements, working papers for each statement for each year 
are prepared. 


The preparation of corrected statements for the Monarch Whole¬ 
sale Co. for 1953 is illustrated in the remaining pages of this chapter. 
The data affecting statements of 1953 and to be recognized in cor¬ 
recting the balance sheet and the income statement are: 

(1) Understatement of Inventory on December 31, 1952, $1,000. 

(2) Failure to record Purchases in 1952, $500. 

(3) Failure to record Deferred Interest Expense on December 31, 
1952, $50. 

(4) Failure to record Accrued Interest on Notes Receivable on 
December 31, 1952, $20. 

(5) Failure to record Insurance Expense on December 31, 1952, 
$60, insurance of $120 for 1952 and 1953 being charged to 1953. 
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(6) Failure to record Unearned Interest on Notes Receivable: 

(a) On December 31, 1952, $75. 

(b) On December 31, 1953, $125. 

(7) Failure to record Accrued Sales Salaries: 

(a) On December 31, 1952, $240. 

(b) On December 31, 1953, $210. 

(8) Failure to record Depreciation of Delivery Equipment: 

(a) On December 31, 1952, $100. 

(b) On December 31, 1953, $100. 

(9) Failure to record Rental Income on December 31, 1953, $80. 

(10) Failure to provide Allowance for Bad Debts: 

(a) Estimated loss from bad debts relating to 1952 accounts, $380, 
bad debts of $260 for 1952 being charged to 1953. 

(b) Estimated loss from bad debts relating to 1953 accounts, $250. 

Working papers for the preparation of a corrected income statement 
for 1953 are shown below: 


MONARCH WHOLESALE CO. 

Working Papers for Corrected Income Statement 
For Year Ended December 81, 1953 


Account 

Balances 

Before 

Correction 

Corrections 

Corrected 

Balances 

Dr. 

Cr. 

, Dr. 

Cr. 

Dr. 

Cr. 

Sales . 


65,000 






65,000 

Mdse. Inv., Jan. 1, 









1958 . 

15,000 


(1) 1,000 



16,000 


Purchases. 

40,000 




(2) 

500 

39,500 


Mdse. Inv., Dec. 31, 









1953. 


12,000 






12,000 

Sales Salaries. 

5,000 


(7b) 

210 

(Va) 

240 

4,970 


Delivery Expense 

3,000 


(8b) 

100 



3,100 


Adm. and Office 









Salaries. 

5,590 






5,590 


Loss from Bad Debts 

410 


(10b) 

250 

10a) 

260 

400 


Other General 









Expense. 

4,000 




(5) 

60 

3,940 


Interest Income. . 


500 

/(4) 

16b) 

20 

125 

(6a) 

75 


430 

Rental Income. . 


1,000 



(9) 

80 


1,080 

Interest Expense. . . 

1,600 


(3) 

50 



1,650 


Sales Discounts. 

1,400 






1,400 


Net Income. 

2,500 



(2) 

500 

(1) 

1,000 







(5) 

60 

(3) 

50 







(6a) 

75 

(4) 

20 







(7a) 

240 

(6b) 

125 

1,960 






(9) 

80 

(7b) 

210 









(8b) 

100 







[(10a) 

260 

(10b) 

250 




78,500 

78,500 

2 

,970 

2,970 

78,510 

78,510 
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The corrected income statement prepared from the working papers 
would appear as follows: 


MONARCH WHOLESALE CO. 
Corrected Income Stmement 
For Year Ended December 31, I9h\ 


Sales • • 

Cost of goods sold: 

Merchandise inventory, Januarv 1, 19ri3 
Add: Merchandise purchases 

Merchandise available for sale 

Deduct: Merchandise inventor\, December 31, 1953 
Cost of goods sold 

Gross profit on sales . 

Operating expenses: 

Selling expenses: 

Sales salaries . 

Delivery expense 

Total selling expenses 

General expenses: 

Administrative and office salaries 
Loss from bad debts 
Other general expense 

Total general expenses 

Total operating expenses 


Net profit from operations . 

Other income and expenses: 

Other income: 

Interest income 

Rental income • • 

Total other income 

Other expenses: 

Interest expense 
Sales discounts 

Total other expenses 

Deduct excess of other expenses over other income 
Net income . 


$65,000 


$1(),000 

39,500 

$55,500 

12,000 

43,500 


$21,500 


$4,970 

3,100 


$ 8,070 


$5,590 

400 

3,940 


9,930 


18,000 


3,500 


$ 430 
1,080 


$ 1,510 


$1,650 

1,400 


3,050 


1,540 
$ 1,960 
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Working papers from which a corrected balance sheet as of Decem¬ 
ber 31, 1953, may be prepared are shown below: 

MONARCH WHOLESALE CO. 

Working Papers for Corrected Balance Sheet 


December 31,1953 



Balances 

Before 

Corrections 


Corrected 

Balances 

Account 

Correction 






Dr. 

Cr. 

Dr. 

Cr. 

Du. 

Cr. 

Cash 

14,230 






14,230 


Notes Receivable 
Accounts Receivable 
Allowance for Bad 

15,000 

24,000 






15,000 

24,000 


Debts 





/(lOa) 

120 








UlOb) 

250 


370 

Merchandise Inven- 









tory, Dec. 31 

12,000 






12,000 


Unexpired Insurance 
Delivery Equip- 

60 






60 


ment 

8,000 






8,000 


Allowance for Depre- 







ciation of Delivery 









Equipment 


3,500 



f(8a) 

100 







\(8b) 

100 


3,700 

Notes Payable 


6,500 





6,500 

Accounts Payable 
Accrued Interest on 


9,500 






9,500 

Notes Payable 
Unearned Rental 


50 






50 

Income 


240 

(9) 

80 




160 

Capital Stock 


40,000 






40,000 

Paid-In Surplus 


10,000 






10,000 

Earned Surplus 


3,500 

,f(6b) 

!(7b) 

125 

210 

(9) 

hO) 

1 






J(8a) 

100 


l 






1 (Sb) 

100 


f 

1 


2,67') 




IdOa) 

120 






(lOb) 

250 


J 



Unearned Interest 
Income 





(6b) 

125 


125 

Accrued Salaries 





(7b) 

210 


210 


73,290 

73,290 


615 

615 

73,290 

73,290 


The corrected balance sheet prepared from the working papers 
appears on the opposite page. 


QUESTIONS 

1. Name three errors that are counterbalanced in a succeeding period and 
that do not require corrections if discovered after such time. 

2. Name three errors that will not be counterbalanced in a subsequent 
period and that require corrections upon their discovery. 
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MONARCH WHOLESALE CO. 
Corrected B4l\nce Sheet 
December 31, 1953 


Assets 

Current assets: 

Cash 

Notes receivable 
Accounts receivable 

Less: Allowance for bad debts 

Merchandise inventory 
Unexpired insurance 

h’ixed assets: 

Delivery equipment 

Less: Allowance for depreciation 

Total assets 


$14,230 

15,000 

$24,000 

370 23,630 

12,000 

60 $64,920 


$ 8,000 

3,700 4,300 


$69,220 


LlABlLlTIFh 

Current liabilities: 

Notes payable 
Accounts payable 
Accrued interest on notes pavable 
Accrued salaries 

Deferred credits: 

Unearned rental income 
Unearned interest income 


^ 6,500 
9,500 
50 

210 $16,260 


$ 160 

125 285 


Total liabilities 


$16,545 


Capital 


Capital stock 
Paid-in surplus 
Earned surplus 


$40,000 

10,000 

2,(>75 


Total capital 52,675 

Total liabilities and capital $69,220 


3. Name three errors that result in misstatements on the income state¬ 
ment but that do not afTect the balance sheet at the end of the current 
period. 

4. Name three errors that result in misstatements on the balance sheet 
but that do not afTect the income statement at the end of the current 
period. 

5. (a) What two methods of recording corrections in profits of prior per¬ 
iods may be employed? (b) Which method do you prefer? Why? 

6. The controller for the Wellman Co. states; “The understatement of 
an expense in one year calls for an overstatement of the same expen.se in 
the following year even when the error is discovered; if this is not done, 
expense will by-pass the income statement.” Comment on this opinion. 
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7. State the effect upon profits in 1952 and 1953 of each of the following 
errors that are made at the end of 1952: 

(a) Accrued salaries are understated. 

(b) Accrued interest on notes receivable is understated. 

(c) Prepaid interest on notes payable is understated. 

(d) Deferred rental income is understated. 

(e) Depreciation on a plant and equipment item is overlooked. 

8. State the effect of each of the following errors made at the end of 1952 
upon the balance sheets and the income statements prepared for 1952 
and 1953: 

(a) The ending inventory is understated as a result of an error in the count 
of goods on hand. 

(b) The ending inventory is overstated as a result of the inclusion of goods 
acquired and held on a consignment basis. 

(c) A purchase of merchandise at the end of 1952 is not recorded as such 
until payment is made for the goods in 1958; the goods purchased 
were included in the inventory at the end of 1952. 

(d) A sale of merchandise at the end of 1952 is not recorded as such until 
cash is received for the goods in 1953; the goods sold were excluded 
from the inventory at the end of 1952. 

(e) Goods shipped to consignees in 1952 were reported as sales; goods in 
the hands of consignees at the end of 1952 were ignored for inventory 
purposes; sale of such goods in 1953 and collections on such sales were 
recorded as credits to the receivables established with consignees in 
1952. 

EXERCISES 

1. In reviewing the books and records of the Kane Co. at the beginning 
of 1954, it is found that the adjustments for accrued and deferred interest 
as stated below were ignored in preparing statements in 1951, 1952, and 
1953. (a) Give the entries to correct the accounts in 1954. (b) Assuming 
that the omissions were discovered before the books were closed at the 
end of 1953 what correcting entries and adjustments for year-end balances 
are required? 



End of 

P]ND OF 

End of 


1951 

1952 

1953 

(1) Accrued interest expense 

$350 

$600 

$750 

(2) Prepaid interest expense 

no 

130 

125 

(3) Accrued interest income 

600 

750 

800 

(4) Unearned interest income 

15 

45 

40 


2. The following errors were discovered in auditing the records for the 
Baylor Co. at the beginning of 1954 after the accounts were closed. 
What correcting entries are required? 

(a) A sale for $250 had been recorded at the end of 1953; goods, cost $185, 
were set aside for shipment but were erroneously included in the end¬ 
ing inventory. 

(b) Goods of $4,000 shipped to consignees were included in the ending 
inventory; however goods, cost $1,500, had been sold by consignees 
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on December 31, but the company did not record the sales until 
January 15 when remittances of $1,850 were received from consignees 
relating to 1953 sales. 

(c) A purchase of $350 was recorded in 1953, but the goods were not 
included in the ending inventory since they were not delivered by the 
transportation agency until January 2. 

(d) Errors in extensions on inventory sheets were found that resulted in 
1953 inventory overstatements of $650 and understatements of $310. 

3. State the effect, if any, that each of the following errors of 1953 has 
on the statements prepared on December 31, 1953. Indicate the sections 
of the statements that are affected. 

(a) The adjustment for interest accrued on notes receivable was omitted. 

(b) The adjustment for interest coMected but not earned was omitted. 
Income was originally credited for collections. 

(c) No adjustment was made for rental income that was earned during 
1953. Unearned Rental Income was originally credited for collec¬ 
tions. 

(d) Depreciation of office furniture was omitted. 

(e) Merchandise received and on hand on December 31, 1953, was not 
included in the inventory figure, and no €mtr> was made for the 
purchase until January 3, 1954. 

(f) In December, 1953, an entry was mad<* for a purchase of merchan¬ 
dise; the merchandise had not been received and was not included 
in the inventory of December 31, 1953, although the company had 
title to the goods. 

(g) No adjustment was made for interest expense that should have 
been deferred. 

4. Give the correcting entry that should be made in 1954 when each of 
the following errors is discovered (assume corrections in past profits are 
recorded directly in Earned Surplus): 

(a) On December 20, 1953, $15 was deducted as interest on a note receiv¬ 
able for the period December 20 to January 19. Interest Income was 
credited. No adjustment was made on December 31. 

(b) No adjustment was made on December 31, 1953, for the interest on 
a 60-day, 6%, $2,400 note receivable that is due on January 12. 

(c) Accrued sales salaries of $300 were overlooked in adjusting the ac¬ 
counts at the end of 1953. 

(d) During December, 1953, merchandise of $500 was received; this 
merchandise was included in the inventory, but no entry was made 
for the purchase until the invoice was received in January. At that 
time Purchases was debited. 

(e) Prepaid Insurance was debited for $360, representing the premium 
for three years from October 1, 1953. No adjustment was made on 
December 31, 1953. 

5. An auditor in examining a company’s books and records on December 
31, 1953, before the accounts are closed, discovers the following errors. 
What correcting entries are required? 

(a) Office Equipment, cost $5,000, acquired on July 1, 1950, depreciated 
on a 5-year basis, was destroyed by fire on May 1, 1953. Cash was 
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debited and Office Equipment was credited for $2,000, the proceeds 
from an insurance policy. 

(b) Safety guards were installed on plant machinery at a cost of $2,000 
at the beginning of July, 1952. Manufacturing Expense was charged 
for the betterment. The machinery had been acquired originally on 
July 1, 1950, and was being depreciated on a 10-year basis. 

6. In auditing the accounts of Dudley and Bearman, Inc., on December 
31, 1953, before accounts have been closed for the annual fiscal period, 
you find the following account: 


1951 

Jan. 2 Machine 1 
July 1 Machine 2 


Machinery _ 

1953 

12,000 Apr. 1 Proceeds from sale 
8,000 of Machine #2 4,600 


You find that, while each machine had an estimated life of 10 years, 
no depreciation has ever been recorded. Machine jfi was sold when it 
was found that the volume of production did not warrant its continued 
use. Give the correcting and adjusting entries required on December 31, 
1953. 


/ 

condensed income statement for the Palmer Corporation for 1953 
OTOws the following: 


Net sales . $120,000 

Cost of goods sold . 85,000 


Gross profit. 

Expenses. .. 

Net loss. $ 2,500 

An investigation of the records made in 1954 discloses the following 
errors in summarizing transactions for 1953: 

(a) The ending inventory was overstated $2,600. 

(b) Purchases of $6,000 made at the end of the year were not recorded 
although the goods were received and were included in the physical 
inventory. 

(c) Miscellaneous maintenance and repair items totaling $700 were re¬ 
corded as additions to machinery in 1953, and depreciation at 5% 
was recognized as depreciation on such additions. 

(d) Accrued expenses of $750 were ignored. 

Prepare a corrected income statement for 1953 and entries to correct v 
the accounts in 1954. 

8. The Jarvis Co. reports net incomes for a three-year period as follows: 

1951 $16,500 

1952 7,500 

1953 12,000 

In reviewing the accounts in 1954 after the books have been closed, you 
find that the following errors have been made in summarizing activities: 


$ 35,000 
37,500 
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Overstatement of inventories as a result of 

1951 

1952 

1953 

errors in count 

$1,500 

$4,000 

$1,800 

Understatement of accrued expenses 

250 

600 

350 

Overstatement of accrued income 
Understatement of depreciation on property 

100 


150 

items still in use 

600 

600 

750 


(a) Prepare working papers summarizing corrections and reporting 
corrected net incomes for 1951, 1952, and 1953. (b) Give the entry to 
bring the books of the company up to date in 1954. 

9. The Bayshore Corporation has recognized losses on accounts receiv¬ 
able in the periods in which accounts were determined to be bad, as follows: 



In 1951 

In 1952 

In 195:] 

1949 Accounts 

$150 

$ 50 

. 

1950 Accounts 

300 

700 

$ 250 

1951 Accounts 

— 

450 

1,200 

1952 Accounts 


- 

200 


In addition to the losses recognized to date, it is estimated that addi¬ 
tional losses will be incurred as follows: 

On 1952 accounts iOO 

On 195:) accounts 1,250 

Reported profits for the Bayshore Co. were as follows: 

1951 $17,600 

1952 20,000 

1953 24,200 

fa) Calculate corrected profit figures for 1951, 1952, and 1953. 
(b) What entry is required in 1954 in correcting the profits of prior 
periods? 


PROBLEMS 

Before the accounts of the Madsen Supply Co. are adjusted and 
cU^mfov the annual fiscal period ended December 31, 1953, an examina¬ 
tion of the company records by the auditor discloses the following facts. 
Give any correcting and adjusting entries called for by the information 
given. (Assume that corrections in profits of past years are recorded 
directly in Earned Surplus.) 

(a) Accrued sales commissions had been overlooked in adjusting the ac¬ 
counts at the end of 1951 and 1952. Accrued amounts were: 1951, 
$350; 1952, $450. Accrued commissions at the end of 1953 are $570. 

(b) Checks totaling $300 issued to former employees in 1951 are still 
outstanding. Present whereabouts of such employees are unknown, 
and it is doubtful whether the checks will ever be presented for pay¬ 
ment. 

(c) Raw materials, cost $600, received on December 31, 1952, had been 
included in the physical inventory taken on that date; however, the 
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purchase was recorded when the invoice was received on January 
4,1953. 

(d) Ten-year, 5% bonds of $1,000,000 were issued on January 1, 1950, 
bonds of $100,000 to be redeemed annually. Interest is payable 
annually on January 1. The bonds were sold at 89. One tenth of the 
discount had been amortized at the end of 1950, 1951, and 1952. 

(e) In March, 1952, the company had received a 25% common stock 
dividend on 100 shares of Wilshire Farms common acquired in 1951 
at 54. The shares received as a stock dividend had been sold for cash 
in April, 1952, at 60 and an income account had been credited for 
the full proceeds. 

r 

' (f) Store Equipment, cost $70,000, book value $30,000, had been traded 
for new equipment priced at $100,000 on January 2, 1952. An allow¬ 
ance of $20,000 was received on equipment traded in; in recording 
the transaction, the entry was made in accordance with income tax 
requirements, the asset account showing the basis for tax purposes. 
Depreciation on a 10-year estimated life had also been recorded on 
the tax basis. It is decided to correct accounts so that the asset is 
reflected at a cost of $100,000 with depreciation on this basis. 


25-2. An auditor is engaged by the K. V. Yates Co. in March, 1954, to ex¬ 
amine their books and records and to make whatever corrections arc 
necessary. The surplus account on the date of the audit is as follows: 


Earned Surplus 


Jan. 10, 1952 Dividends Paid 6,000 
Dec. 31,1952 Net Loss for Year 3,600 
Jan. 10, 1953 Dividends Paid 6,000 
Dec. 31,1953 Net Loss for Year 8,000 


Jan. 1,1951 Balance 26,400 

Dec. 31,1951 Net Income 

for Year 7,050 
Mar. 6, 1952 Premium on 

Sale of Capi¬ 
tal Stock 14,750 


An examination of the accounts discloses the following: 

(1) Dividends had been declared on December 15 in 1951 and 1952 hut 
had not been entered in the books until paid. 

(2) Betterments in plant and equipment of $3,600 had been charged to 
expense at the end of April, 1950. Such improvements are estimated 
to have an 8-year life. 

(3) The physical inventory of merchandise taken at the end of 1951 had 
been overstated by $1,200. 

(4) The merchandise inventories at the end of 1952 and 1953 did not 
include merchandise that was then in transit and to which the company 
had title. These shipments of $1,600 and $3,000 respectively were 
recorded as purchases in January of 1953 and 1954 respectively. 

(5) The company had failed to record accrued sales commissions of $600 
and $850 at the end of 1952 and 1953 respectively. 

Inatructions: (1) Prepare working papers for the correction of account 
balances similar to those illustrated on pages 771 and 773, using the following 
columns: 
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1 

E.XPLANATION 

Surplus 
Jan. 1, 
1951 

Profit 
AND Loss 
Yr. Ended 
Dec. 31, 
1951 1 

Profit 
AND Loss 
Yr. Ended 
Dec. 31, 
1952 

Profit 
AND Loss 
Yr. Ended 
Dec. 31, 
1953 

Accounts Requiring 
Correction in 1954 

Dr. 

Cr. 

Dr. 

Ch. 

Dr. 

Cr. 

Dr. Cr. 

Dr. 

Cr. 

Account 








1 1 



(2) Journalize corrections required in March, 1954, in compound form. 

(3) Prepare a statement of earned surplus covering the 3-year period begin¬ 
ning January 1, 1951. This statement should report the corrected surplus 
balance on January 1, 1951, the annual changes in the account, and the 
corrected earned surplus balances as of December 31, 1951, 1952, and 1953. 

(4) Set up an account for earned surplus before correction, and post cor¬ 
recting data to this account from part (2) above. Balance the account, show¬ 
ing the corrected earned surplus as of December 31, 1953. 

25-3. The earned surplus account for the Nielsen Company at the end of 
1953 appears below: 

Earned Surplus 

Dec. 31,1952 Net loss for year 1,200 December 31,1951 Balance 14,200 
Dec. 31, 1953 Net loss for year 3,200 

An audit of the books of the company in February, 1954, disclosed the 
following errors in recording activities for 1951, 1952, and 1953: 

(1) No adjustment was made on December 31, 1952, for accrued wages 
of $500. 

(2) On December 10, 1952, a 60-day, $12,000, non-interest-bearing note 
was received from a customer and the customer was given credit for 
$12,000 less 6% discount for the 60 days. The discount was entered 
in a nominal account. No adjustment was made on December 31, 
1952. 

(3) At the end of 1952 an adjustment for $300 representing depreciation 
on a delivery truck was omitted. (The correct depreciation for 1953 
was recorded on December 31, 1953.) 

(4) Because of errors in counting, the physical inventory of merchandise 
taken on December 31, 1951, was overstated by $600; the inventory 
taken on December 31, 1952, was understated by $1,000. 

(5) In March, 1953, a $700 balance of 1952 accounts receivable was 
written off to Loss from Bad Debts. The loss should have been 
identified with operations of 1952. 

(6) Merchandise of $600 was received on December 31, 1952, and was 
included in the physical inventory taken on that date. The purchase 
was not recorded until the invoice was received January 6, 1953. 

(7) On May 1, 1952, $360 was charged to Unexpired Insurance for a 
3-year fire insurance policy on a building. No adjustments for the 
premium were made at the end of 1952 and 1953. 

(8) On December 20, 1952, the company borrowed $2,400 on a non- 
interest-bearing note payable. The bank deducted 6% for 60 days, 
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the company charging Interest Expense for the discount. No adjust¬ 
ment was made on December 31, 1952 

(9) No adjustment was made on December 31, 1953, for accrued inter¬ 
est on a $1,200, 6%, 60-day note receivable that was dated December 
17, 1953. 

(10) The Unearned Rental Income account was credited on December 1, 
1953, for $300 representing rent received for a 3-month period from 
that date. No adjustment was made on December 31, 1953. 

(11) The company gave a $900, 6%, 60-day note payable to the First 
State Bank on December 8, 1953. No adjustment for accrued inter¬ 
est was made on December 31, 1953. 

(12) Merchandise ordered at a cost of $100 during December, 1953, was 
received on December 31, 1953, but was not included in the inven¬ 
tory. The purchase was recorded when payment for the purchase 
was made on January 5, 1954. 


Instructinnti: (1) Prepare working papers for the correction of account 
balances similar to those illustrated on pages 771 and 773, with the following 
columns: 


Explanation 


Surplus 
Dec. 31, 
1951 

Profit 
AND Loss 
Yr. Ended 
Dec. 31, 
1952 

Profit 
AND Loss 
Yr. Ended 
Dec. 31, 
1953 

Accounts Requiring 
Correction in 1954 

Dr. 

Cr. 

Dr. 

Cr. 

Dr 

Cr. 

Dr. 

Cr. 

Account 





(2) Prepare a compound journal entry to correct the accounts in February, 
1954. 

(3) Prepare an earned surplus account as it would have appeared if no 
errors had been made to prove the correction to Earned Surplus in part (2) 
above. 

25-4. The statements at the top of the opposite page were prepared for the 
Paulsen Company at the end of 1953. 

During February, 1954, the following information is disclosed in con¬ 
nection with an audit of the books of the company: 

(1) Store equipment that cost $3,000 and that had an estimated life of 
6 years when purchased on January 2, 1951, is estimated at this time 
to have a life of 10 years. 

(2) The merchandise inventory as of December 31, 1953, was overstated 
by $720. 

(3) Merchandise in transit amounting to $1,320 was not included in the 
inventory of December 31, 1953, but the invoice had been entered in 
the purchases journal in 1953. 

(4) A loss of $2,000 resulting from fire, the loss not being covered by in¬ 
surance, was charged to General Expenses in 1953. 

(5) On January 3, 1953, store equipment costing $5,000, with an allow¬ 
ance for depreciation of $4,000, was sold for $600. Cash was debited 
and Store Equipment was credited for this amount. 
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Income Statement 


Balance Sheet 


For Year Ended Dec. 31, 

1963 

December 31, 1953 


Sales 


87,000 

Assets: 



Cost of Goods Sold: 

Mdse. Inv., Jan. 1 
Purchases 

24,000 

48,000 

! 

Cash 

Accounts Receivable 
Less All. for Bad Debts 

14,000 

560 

14,200 

13,440 



Mdse. Inventory 
Delivery Equipment 
Store Equipment 


23,000 

800 

Mdse. Available for Sale 72,000 
Mdse. Inv., Dec. 31 23,000 

49,000 

12,000 

Gross Profit on Sales 


38,000 

Less All. for Depr. 

7,000 

6,000 

Operating Expenses: 
Selling Expenses 

16,000 

Building 

Less All. for Depr. 

40,000 

20,000 

20,000 

General Expenses 

10,000 


Land 


20,000 

Total Operating Expenses 

26,000 

Total Assets 


96,440 

Net Profit from Operations 


12,000 



__ _ 


T ,inhilif.ip«* 



Other Income: 



Accounts Payable 


13,600 

Purchases Discount 

900 


! 



Rental Income 

3,000 

3,900 

1 Capital: 




- _ 

__— 

Capital Stock 

50,000 




15,900 

Earned Surplus 

32.840 


Other Expense: 



— 

82,840 

Sales Discount 


1,400 

Total uapital 


Net Income 


14,500 

Total Liabilities and Capital 

96,440 


(6) A truck was purchased on a conditional sales contract on December 
30, 1953. The total purchase price was $2,500, but the purchase was 
recorded by a debit to Delivery Equipment and a credit to Cash for 
$800, the amount of the down payment. 

(7) A check for $64 received from Joseph Voss on account had been de¬ 
posited and then returned in December, 1953, by the bank. No entry 
was made when the bank returned the check. The cash was collected 
from Voss on January 20, 1954. 

(8) A part of the building was leased to the Timmer Corporation for $3,000 
for 12 months ending April 30, 1954. The cash received was reported 
as income for 1953. 

Instructions: (1) Prepare working papers for the correction of account 
balances in 1954 similar to those illustrated on pages 771 and 773, with the 
following columns: 


Explanation 

Surplus 
December 
31, 1952 

Profit and 
Loss 

Year Ended 
December 31, 

Accounts Requiring 
Correction in 1954 

Dr. 

Cr. 

Dr. 

Cr. 

Dr. 

Cr. 

Account 





1 





(2) Prepare a compound entry to correct the accounts in February, 1954. 

(3) Prepare working papers for a corrected income statement and for a 
corrected balance sheet for 1953. 

(4) Prepare a corrected income statement and a balance sheet. 
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25 - 5 . The statements that follow were prepared for Click, Inc. at the end 
of 1953: 


Income Statement 
For Year Ended Dec. 31, 1953 


Balance Sheet 
December 31, 1953 


Sales 204,000 

Cost of Goods Sold: 

Mdse. Inv., Jan. 1 66,000 

Purchases 140,000 

Mdse. Available for 

Sale 206,000 

Less Mdse. Inv., Dec. 

31 70,000 136,000 


Assets: 

Cash 13,000 

Petty Cash 200 

Accounts Receivable 52,000 
Mdse. Inventory 70,000 
Investment in Bonds 50,000 


Total Assets 


185,200 


Gross Profit on Sales 

68,000 

Operating Expenses: 

Selling Expense 

27,000 

General Expense 

32,000 

Total Operating Ex- 

penses 

59,000 

Net Profit from Opera- 

tions 

9,000 

Other Income: 

Purchases Discount 

o o 
o o 

Other Expense: 

Sales Discount 

3,000 

Net Income 

7,500 


Liabilities: 

Accounts Payable 4,800 

Bonds Payable 96,000 


Total Liabilities 


100,800 


Capital: 

Capital Stock 50,000 

Earned Surplus 34,400 

Total Capital 84,400 


Total Liabilities and Capital 185,200 


During January, 1954, the following facts were discovered: 

(a) On January 2, 1953, a 3-year fire insurance policy was purchased for 
$480 and charged to General Expense. No adjustment was made at 
the end of 1953 for the unexpired insurance. 

(b) Ten-year, 5% bonds of $100,000 par were issued at 96 on June 30, 
1953. The bonds payable account was credited for the amount of 
cash received. The interest is payable annually on June 30. No ad¬ 
justments were made at the end of 1953. 

(c) A 25% stock dividend, payable on February 1, 1954, was declared 
on December 15, 1953. No entry had been made. 

(d) The petty cash fund, kept under the imprest system, had not been 
replenished at the end of the fiscal period. Payments had been made 
out of the fund as follows: $70 for General Expense and $60 for 
Selling Expense. 

(e) 5% bonds, face value $50,000, had been purchased at face value on 
January 2, 1953. Interest is collected semiannually on January 1 
and July 1. No adjustment for accrued interest was made at the end 
of 1953. 

(f) Accrued expenses of $55 for utilities had not been included in the 
adjustments at the end of 1953. 

(g) The board of directors had authorized a reserve of $10,000 for possible 
loss on a damage suit at the end of 1953. No entry had been made. 

(h) Accounts receivable have been written off when discovered to be 
uncollectible, as follows: 
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In 1952 In 1953 

1951 accounts . $350 $150 

1952 accounts. . 250 300 

1953 accounts . 100 

In addition to the losses recognized to date, it is estimated that addi¬ 
tional losses will be incurred as follows: on 1952 accounts, $100; on 1953 
accounts, $500. 

Instructions: (1) Prepare working papers for the correction of account 
balances in 1954 similar to those illustrated on pages 771 and 773, with the 
following columns: 


Explanation 

Surplus 
December 31, 
1953 

Accounts Requiring 
Correction in 1954 

Dr. 

Cr. 

Dr. 

Cr. 

Account 







(2) Prepare a compound entry to correct the accounts in January, 1954. 

(3) Prepare working papers for corrected statements and prepare a cor¬ 
rected income statement and a corrected balance sheet for 1953. 

25-6. The Norris-Brown Mfg. Co. was organized January 2, 1951. Before 
the accounts of the company are adjusted and closed at the end of the 
annual fiscal period, December 31, 1953, an auditor is engaged for the 
first time to inspect the books and records of the corporation and to pre¬ 
pare the necessary correcting, adjusting, and closing entries and the ac¬ 
counting statements. Examination of the books and records by the auditor 
discloses the following: 

(a) The cash balance includes: (1) A check for $296 signed by Fred 
Hyde and returned to the company by the bank marked ‘‘Not Sufficient 
Funds.’' (2) I.O.U.’s for $585 representing advances to employees. 
(3) $10,000 that is on deposit in the bank as a fund to provide for the retire¬ 
ment of bonds on their maturity. 

(b) The notes receivable balance includes: (1) Notes past due of $6,000 
(all of the notes were obtained by the corporation in 1950), of which notes 
of $2,000 are known to be uncollectible. No allowance for doubtful notes 
had been provided. It is decided that an allowance of $500 should be set 
up for possible losses on the remaining overdue notes. (2) Notes from 
officers of the corporation, $15,000. 

(c) The accounts receivable balance includes accounts of $2,800 that 
are known to be uncollectible. The allowance for doubtful accounts is to 
be increased by 1% of net sales. Net sales during 1953 were $415,000. 
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(d) The auditor is given the following physical inventory figures for use 
in making inventory adjustments: 


Finished Goods $27,000 

Raw Materials 14,300 

Goods in Process 18,300 


However, it is found that the finished goods figure includes: (1) 
merchandise costing $2,000 that has been set aside for shipment, the entry 
for the sale already having been made; (2) merchandise that has been 
returned by a customer included in the inventory at the selling price, 
$3,000. The company sells merchandise at a gross profit of 25% of the 
sales price. 

It is also found that the raw materials figure reports raw materials 
at market price, which is 10% above the cost to the company. 

Raw materials included in the goods in process balance are estimated 
at $8,250, which is also 10% above cost. 

(e) The machinery and equipment account has a balance of $60,000 
that includes: (1) the cost of additional machinery purchased at the end of 
July, 1953, $6,000; (2) the cost of repairs to machinery during 1953, $500, 
which was improperly capitalized. Machinery and equipment is depre¬ 
ciated at 5% per year. 

(f) The store furniture and fixtures account has a balance of $15,000 
that includes a purchase of furniture at the end of March, 1952, $400, 
upon which no depreciation has been recorded. Store furniture and fix¬ 
tures is depreciated on an estimated 5-yoar life. 

(g) Delivery equipment is shown at a cost of $10,000. Equipment 
costing $8,000 was purchased on January 2, 1951, and the remainder was 
purchased January 2, 1952. The equipment has been depreciated on a 
5-year life with an estimated scrap value of 10% of cost. It is now believed, 
however, that all of the equipment will have to be replaced at the end of 
1954; the scrap value at that time is estimated to be 15 % of cost for equip¬ 
ment purchased in 1951 and 25% of cost for equipment purchased in 1952. 

(h) The shipping equipment account is shown at a cost of $5,000 on 
January 2, 1953, representing equipment purchased January 2, 1951. No 
additional purchases have been made. On December 1, 1953, equipment 
costing $600 was destroyed by fire. It is estimated that insurance of $400 
may be recovered on this loss. No entries have been made with regard 
to the loss and probable recovery. The depreciation rate on the shipping 
equipment is 10^(,. 

(i) Deferred items are to be reduced as follows: (1) Prepaid Insurance 
by $1,750, the amount of insurance expired; (2) Office Supplies by $370, 
the cost of office supplies consumed. 

(j) Deferred interest on notes payable is $180. The company has failed 
to record deferred interest on notes payable at the end of the past two 
years as follows: 1951, $150; 1952, $300. 

(k) Accrued interest on notes receivable is $410. The company has 
failed to record accrued interest at the end of the past two years as follows: 
1951, $350; 1952, $340. 

(l) Ten-year, 5^ bonds of $100,000 were issued at 90 on July 1, 1952, 
The company has failed to amortize any of the discount. 
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(m) Accrued office salaries are $450. The company has failed to record 
accrued office salaries at the end of the past two years as follows: 1951, 
$350; 1952, $540. 

(n) Accrued interest on notes i)ayable at the end of 1953 is $200. 

(o) It is determined that the company failed to record unearned 
interest on notes receivable of $150 at the end of 1952. 

Insiruciions: Prepare the correcting and adjusting entries required at the 
end of 1953 as a result of the foregoing data. (Assume that corrections in 
profits of prior periods are recorded directly in Earned Surplus. No closing 
entries or accounting statements are required.) 

25-7. After the various nominal accounts arc closed into the profit and 
loss summary account for the year ended December 31, 1953, but before 
the profit and loss summary account is closed into earned surplus, the 
books of Clay, Incorporated show a profit of $200,000. In arriving at 
this profit, the company’s bookkeeper took into account the actual 
cash receipts and disbursements during the year with regard to the fol¬ 


lowing: 

Interest received . . $ 9,000 

Interest paid 1,250 

Taxes paid 12,000 

Insurance paivl 7,000 

Cash discounts allowed customers 12,500 


The accruals that were not taken into consideration at the end of th(‘ 
previous year and the accruals at the end of the current year are as follows: 

Decembkk 31 



1952 

1953 

Interest receivable accrued . 

$‘2,500 

$3,000 

Interest payable accrued 

290 

180 

Taxes prepaid 

2,500 

3,000 

Insurance prepaid 

3,250 

2,000 

Res. for cash discount on Acets. Rec. 

3,750 

2,500 

Depreciation omitted 

1,500 

2,000 


overstated 

understated 

Inventory at close 

$2,000 

$ 500 


Prepare the journal entries, with explanations, that will 
serve to correct the profit and loss account for 1953 and to bring into the 
balance sheet the proper accounts and amounts as of December 31, 1953. 
(A.I.A. adapted) 


25-8. The surplus account of the Walker Manufacturing Company ap¬ 
pears as follows: 

Surplus 


Dividends, 1951 

Dividends, 1952 
Dividends, 1953 

Balance, Dec. 31, 1953 

40,000 00 
35,000 00 
20,000 00 
331,300 00 

Balance, Dec. 31,1950 
Profits, 1951 

Profits, 1952 

Profits, 1953 

235,000 00 
65,000 00 
78,300 00 
48,000 00 


426,300 00 


426,300 00 
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The company has not provided for accruals and deferred items in clos¬ 
ing its books and has ignored the following items at the various dates of 
closing: 


Deferred Deferred Accrued Accrued 

Charges Income Expenses Income 

December 31, 1950 $2,125.00 . $5,200.00 $475.00 

December 31, 1951 2,640.00 . 3,135.00 . 

December 31, 1952 3,100.00 $1,250.00 6,120.00 290.00 

December 31, 1953 1,950.00 700.00 4,200.00 . 


In closing the books the inventory was priced at cost or market, 
whichever was lower, and, in addition, reserves for possible future declines 
in market value were set up as follows: 


At December 31, 1951. $ 8,000.00 

At December 31, 1952. 12,600.00 

At December 31, 1953. 9,250.00 


Each reserve was set up by a charge to Profit and Loss and remained 
on the books until the next closing, when it was credited to the account 
with the opening inventory. The reserve set up at the end of 1953 is still 
on the books. 

Consigned goods have been included in the inventories at billed price. 
The company has billed all goods sent to consignees at 130% of the cost. 
The following consigned goods inventories have been included: 


At December 31, 1951. $15,600.00 

At December 31, 1952. 10,400.00 

At December 31, 1953. 18,200.00 


Instructions: Prepare a corrected statement of surplus from December 31, 
1950, to December 31, 1953. (A.I.A. adapted) 


25-9. The Mills Company has paid no dividends in recent years. The 
books show a surplus at December 31, 1953, of $421,000 made up as fol¬ 


lows: 

Balance at December 31, 1951. $189,000 

Profit, 1952. 92,000 

Profit, 1953. 140,000 


$421,000 


The following matters call for consideration at the close of the respec¬ 
tive years: 

December 31, 1951: 

(1) Bad debts amount to $12,000 and are to be written off Accounts 
Receivable. 

(2) Consigned goods (own) are included in the inventory at $120,000 and 
are priced at 20% in excess of cost. 

(3) The following liabilities are omitted from the books: 


New construction. $25,000 

Material included in inventory. 3,000 

Wages. 2,400 

Accrued taxes. 1,700 
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December 31, 1952: 

(4) Bad debts amount to $9,000 and are to be written off Accounts 
Receivable. 

(5) Consigned goods (own) amount to $180,000, which is 20% in excess of 
cost. 

(6) Liabilities omitted from the books are: 

Goods on hand (also omitted from inventory) . $ 8,000 

Accrued taxes 2,100 

(7) Plant additions, amounting to $9,000, have been erroneously charged 
to Profit and Loss. 

(8) The inventory is found to be overstated by $14,300 because of an 
error in recapitulation. 

(9) No provision for depreciation was made on the books; your calcula¬ 
tions show that $5,000 should be provided. 

December 31, 1953: 

(10) Bad debts amounting to $11,000 are to be written off Accounts 
Receivable. 

(11) Consigned goods (own) amount to $156,000, being valued at 30% 
in excess of cost. 

(12) Liabilities omitted from the books are: 

For purchases of new machinery . . $12,000 

Accrued wages 3,200 

Accrued taxes 2,700 

(13) No provision was made m the books for depreciation; your calcula¬ 
tions show that $7,000 should be provided. 

(14) The profits for the year include a credit of $8,000 in settlement of a 
lawsuit arising from transactions of the year 1950. 

Instructions: Prepare a reconciliation of the surplus at December 31, 1951, 
and of the profits in 1952 and 1953, as shown by the books, with the adjusted 
figures as shown by the audited statement. (A.I.A. adapted) 

25-10. The trial balance of the Albers Company on December 31, 1953, 
is given at the top of the following page. 

An examination of the company books discloses the following facts: 

(1) Checks totaling $10,000 in settlement of accounts payable were dated 
and issued in December, 1953, but were not entered in the cashbook 
until January, 1954. 

(2) Accounts Receivable includes an amount of $400,000 representing 
capital advances to subsidiary companies. The balance is receivable 
from customers. 

(3) It is estimated that lO^f of the customers' accounts receivable and 
10 % of the notes receivable are doubtful of collection. All accounts 
and notes were considered collectible at the beginning of the year. 

(4) The inventory at January 1, 1953, includes the following: 


Machinery and equipment $200,000 

Less — Allowance for depreciation 100,000 

$ 100,000 

(5) The inventory at December 31,1953 (excluding Machinery and Equip¬ 
ment and its related allowance), is as follows: 

Inventory on hand $500,000 

Inventory in transit for which the liability has 
not been recorded. 10,000 $510,000 




792 


INTERMEDIATE ACCOUNTING 


[Ch. 25 


ALBERS COMPANY 
Trial Balance 
December 31, 1953 


Cash in banks 

$ 180,000 


Petty cash funds 

5,000 


Customers' notes receivable 

80,000 


Accounts receivable 

900,000 


Current advances to subsidiary companies 

25,000 


Investment in subsidiary companies 

500,000 


Land. 

5,000 


Buildings 

20,000 


Machinery and ecjuipment 

50,000 


Furniture and fixtures 

Allowance for depreciation, Jan 1, 1953 

40,000 

$ 35,000 

Life insurance 

200,000 


Inventory at Jan 1, 1953 

Trade creditors 

500,000 

220,000 

Common stock ($100 pan authorized and issued 
Surplus at Jan. 1, 1953 

Net sales 


500,000 

960,000 

5,800,000 

Purchases 

3,500,000 

Manufacturing expenses 

400,000 


Selling, administrative, and general expense 

Other income 

1,150,000 

40,000 


$7,555,000 

$7,555,000 


(6) The balance of the life insurance account represents the accumulated 
premiums that were charged to this account. The premiums paid to 
December 31, 1952, amounted to $160,000, and the premiums paid 
in 1953 amounted to $40,000. An examination of the policies shows 
that the cash surrender value at December 31, 1952, amounted to 
$85,000, and the cash surrender v^lue at December 31,1953, amounted 
to $100,000 

(7) There has been no change in the various property accounts during 
1953. Depreciation should be provided at the following rates: 


Buildings 5% per year 

Machinery and equipment 10% per year 

General ofhce furniture and fixtures 10% per year 

(8) Insurance premiums, charged to General Expense: 

Prepaid at December 31, 1952 $3,000 

Prepaid at December 31, 1953 2,000 

(9) Taxes, charged to General Expense: 

Prepaid at December 31, 1952 $5,000 

Prepaid at December 31, 1953 8,000 

(10) Commissions, charged to selling expenses: 

Accrued at December 31, 1952 . $4,000 

Accrued at December 31, 1953 . ... 5,000 


Inventories, fixed assets, and investments are shown throughout at 
cost. Income taxes are not to be considered. 

Inatruciions: Prepare working papers showing the necessary adjustments 
and the segregation of balance sheet and profit and loss items. (A.I.A. adapted) 






Chapter 2 6 



Statement Analysis 

Use of Comparative Data 


The financial statements give vital informa¬ 
tion concerning the position of the enterprise 
and the results of its operation. This information is important to the 
many groups that are interested in the business, including: 

1. The owners — sole proprietor, partners, or stockholders, 

2. The management. 

3. The creditors. 

4. Prospective owners and prospective creditors. 

5. Government — local, state, and federal, including regulatory, tax¬ 
ing, and analysis units. 

6. Employees of the business. 

7. The general public. 

Analysis of the data reported on the accounting statements is 
necessary in reaching conclusions regarding financial position and 
operations. The nature of the analysis will depend upon the type of 
questions that are raised. For example, inquiry concerning the current 
condition of a company may be answered by comparing current as¬ 
sets as reported on the balance sheet with current liabilities. Questions 
concerning growth of a company or the trend of dollar sales can be 
answered only by reference to income statements for a number of 
periods. Questions concerning the relationship of earnings to invest¬ 
ment are answered by a comparison of profit and loss and capital data. 
The process of analysis involves the development of comparisons and 
the measurement of relationships. The results of analysis will form the 
bases for conclusions that are made and the policies that are adopted 
with respect to the business. 

When the financial position and the progress of a business are being 
considered, three general factors are normally of primary interest: 
(1) its solvency, (2) its stability, and (3) its profitability. 

To be solvent, a business must be able to meet its liabilities as they 
mature. Statements are analyzed to determine whether the business 
is and will continue to be solvent. Such analysis includes studies of 
the relationship of current assets to current liabilities, the security 
afforded the various groups through the soundness of asset values, the 
size and the nature of the various creditor and ownership equities, and 
the amounts and the trend of periodic earnings. 
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Stability is judged by (a) the company’s ability currently to meet 
interest requirements on its debt and ultimately to repay principal 
amounts owed, and (b) the company’s ability to pay dividends reg¬ 
ularly to its stockholders. In judging stability, data concerning both 
operations and financial position require study. There must be a 
regular demand for the goods or services sold, and the margin on sales 
must be sufficient to provide for dividends after operating expenses 
and interest charges have been fully met. There should be a satis¬ 
factory turnover of current assets. Plant and equipment assets must 
be productively employed. 

Profitability is measured by the company’s success in maintaining 
and increasing the owners’ equity as indicated by its income state¬ 
ments. The size, the regularity, and the trend of earnings are all 
significant in an appraisal of profitability. 

While attention is normally directed to an evaluation of each of 
the foregoing factors, analysis must also serve the various groups that 
have certain special questions of individual interest. For example, 
management seeks guides to better control, to more satisfactory sell¬ 
ing, purchasing, and financing policies, and to more efficient utiliza¬ 
tion of plant assets. Creditors are interested not only in a company’s 
financial position as a “going concern,” but also in its position should 
it be forced to liquidate and become a “quitting concern.” Owners 
may be concerned with the question of expansion and whether this 
should be effected through the ’•etention of earnings, through addi¬ 
tional borrowing, or through increased investment by owners. 

The various groups interested in the facts of business have looked 
to the accountant, not only for general purpose statements concerning 
financial position and the results of operations, but also for the special 
analyses of financial data that they might require for their own in¬ 
dividual puiposes. They have looked to the accountant as best 
qualified to develop analytical data in view of his full appreciation of 
the conventions and processes that are applied in the development of 
the financial statements that form the basis for analysis. It is not un¬ 
common now for the accountant to submit, along with the regular 
accounting reports, comprehensive analyses of significant financial 
information that will assist individuals in reaching intelligent con¬ 
clusions concerning the financial progress of the business. 


PRIMARY INSPECTION Obviously, if analytical data are to be reliable, 

^ATEMENT^^**^^ developed from accounting 

reports that properly exhibit the facts of 
business. As a first step, reports to be used as a basis for analysis should 
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be carefully reviewed to determine whether they display any short¬ 
comings or discrepancies. In the course of the examination, the follow¬ 
ing questions should be asked: Is there full disclosure of all relevant 
financial data? Have proper accounting standards and procedures 
been employed? Have appropriate and consistent bases for valuation 
been used? Are the statement data properly classified? Where nec¬ 
essary, statements should be corrected so that they report the full 
financial story in conformance with accepted accounting standards. 


ANALYTICAL Anal 3 d;ical procedures fall into two main 

PROCEDURES categories: (1) comparisons and measure¬ 

ments based upon financial data for two or more periods, and (2) com¬ 
parisons and measurements based upon the financial data of only the 
current fiscal period. The first category includes the preparation of 
comparative statements, the determination of ratios and trends for 
data on successive balance sheets and income statements, and special 
analyses of changes in balance sheet items and operating data. The 
second category includes the determination of current balance sheet 
and profit and loss relationships and special analyses of earnings and 
earning power. Normally an adequate review of financial data re¬ 
quires analyses based upon both current data and data covering a 
number of periods. 

The analytical procedures that are commonly employed are illus¬ 
trated in this and the next two chapters. While individual analyses 
will be presented in report and tabular forms, such data are frequently 
reported in graphic form for more effective presentation of significant 
financial relationships. It should be emphasized that the various 
analyses are simply guides to the evaluation of financial data. Sound 
conclusions with respect to the analytical data are reached only through 
the intelligent use and interpretation of the data. 


COMPARATIVE Financial data for the current year become 

STATEMENTS more meaningful when compared with simi¬ 

lar data for the previous year or a number of prior years. Statements 
prepared in a form that reflects financial data for two or more years 
are known as comparative stafemenis. Accounting authorities have 
strongly encouraged the preparation of statements in comparative 
form. The Committee on Accounting Procedure of the American In¬ 
stitute in Bulletin No. 6 recommends that the use of comparative 
statements be extended. In taking this position, it comments: 

... The practice enhances the significance of the reports, and brings 

out more clearly the nature and trends of current changes affecting 
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the enterprise. The use of statements in comparative form serves to 
increase the reader’s grasp of the fact that the statements for a series 
of periods are far more significant than those for a single period—that 
statements for one year are but one instalment of what is essentially 
a continuous history. 

. .In any one year it is ordinarily desirable that the balance sheet, 
the income statement and the surplus statement (the two latter being 
separate or combined) be given for the preceding as well as for the 
current year. Footnotes, explanations and accountants’ qualifications 
already made on the statements for the preceding year should be given, 
or at least referred to, in the comparative statements. If, because of 
reclassifications or for other reasons, changes have occurred in the 
basis for presenting corresponding items for the two periods, informa¬ 
tion should be furnished which will explain the change. This is in 
conformity with the well recognized rule that any change in practice 
which would affect comparability should be disclosed.' 

In practice one finds companies in increasing number each year 
releasing statements prepared in comparative form. 

COMPARATIVE STATE- Regardless of the financial strength of a 

^ given point, a company must 
operate successfully if it hopes to continue 
as a going concern. The income statement measures the effects of 
operations. The progress of these operations may be viewed over a 
number of periods by preparing the income statement in comparative 
form. The comparative report may go beyond a simple listing of com¬ 
parative values by offering analytical .information in the form of the 
dollar changes and the percentage changes in profit and loss data for 
several periods under review. The absolute changes, together with the 
relative changes, are thus shown. The development of data summariz¬ 
ing changes taking place over a number of periods is known as hori¬ 
zontal analysis. A comparative income statement for the Marshall 
Company reporting both dollar and percentage changes for a three- 
year period is illustrated on the following page. 

It would be possible to show the detail concerning cost of goods 
sold, expenses, other income, and other expense by expanding this 
statement or by providing this detail by means of separate comparative 
schedules. A comparative schedule reporting the cost of goods sold 
data, for example, is also illustrated on the next page. 

The effect of operations on financial position and the progress of 
a business in terms of financial position can be presented by means 
of a comparative balance sheet. Here, too, both dollar changes and 
percentage changes may be presented to show the absolute as well as 

^Accounting Research BuUeiin No. 6, “Comparative Statements/’ April, 1940 
(New York: American Institute of Accountants), p. 49. 
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MARSHALL COMPANY 
Condensed Comparative Income Statement 
For the Years Ended December 31, 19‘)1, 1952, \nd 1953 






1 Increase or Decrease* 


1951 

1952 

1953 

1 1951-1952 

1 1954-1953 


Amount 

Per 

Cent 

Amount 

Per 

1 Cent 

Gross sales 

Sales returns 

1,000,000 

50,000 

1,750,000 

100,000 

1,500,000 

75,000 

750,000 

50,000 

75% 

100% 

250,000* 

25,000* 

14 %* 
25%* 

Net sales 

Cost of goods sold 

950,000 

630,000 

1,650,000 

1,200.000 

1,425,000 

1,000,000 

700,000 

570,000 

74% 

90% 

225,000* 

200,000* 

14%* 
17 %* 

Gross profit 

320,000 

450,000 

425,000 

130,000 

41% 

25,000* 

6%* 

Selling expenses 

General expenses 

240,000 

100,000 

300,000 

110,000 

280,000 

1 100,000 

60,000 

10,000 

25% 

10% 

20,000* 

10,000* 

7%* 

9%* 

Total expenses 

340,000 

410,000 

380,000 

70,000 

21% 

30,000* 

7%* 

Net profit or loss* from opera¬ 
tions 

Other income 

20,000* 

50,000 

40,000 

65,000 

45,000 

75,000 

60,000 

15,000 

30% 

5,000 

10,000 

13% 

15% 

Other expense 

30,000 

10,000 

105,000 
, 20,000 

120,000 

20,000 

75,000 

10,000 

250% 

100% 

1.5,000 

14% 

Net income before income tax 
Income tax 

20,000 

5,000 

1 85,000 

25,000 

100,000 

30,000 

65,000 

20,000 

325% 

400% 

15,000 

5,000 

18% 

20% 

Net income to earned surplus. 

15,000 

60,000 

70,000 

45,000 

300% 

10,000 

17% 


MARSHALL COMPANY 
Comparative Schedule of Cost or Goods Sold 
For the Years Ended December 31, 1951, 1952, 1953 






Increase or Decrease* 





1951-1952 

1 1952-1953 


1951 j 

19,52 

1953 

_ 1 

_ _ 

_ 

_ 






Per 


Per 





Amount 

Cent 

Amount 

Cent 

Merchandise inventory, 








Jan. 1 

105,000 

125,000 

330,000 

20,000 

19% 

205,000 

164% 

Purchases 

650,000 

1,405,000 

89.5,000 

755,000 

116% 

510,000* 

36%’ 

Goods available for sale 

755,000 

1,530,000, 

1,22.5,000 

775,000 

103% 

305,000* 

20 %* 

Less: Merchandise inventory. 


1 






Dec. 31 

125,000 

3.30,000 

225,000 

205,000 

164% 

105,000* 

32 %* 

Cost of goods sold 

630,000 

1,200,000 

1,000,000 

.570,000 

90% 

200,000* 

17%* 


the relative changes that have taken place over a period of years. Such 
a comparative balance sheet for the Marshall Company for the three- 
year period, 1951-1953 inclusive, is illustrated on the following page. 
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MARSHALL COMPANY 


Condensed Comparative Balance Sheet 
December 31, 1951, 1952,1953 






Increase or Decrease* 


1951 

1952 

1953 

1951-1952 

1952-1953 





Amount 

Per 

Cent 

Amount 

Per 

Cent 

Assets 

Current assets 

673,500 

955,500 

855,000 

282,000 

42% 

100,500* 

11 

Long-term investments 

250,000 

400,000 

875,000 

500,000 

150,000 

60% 

100,000 

25% 

Plant and equipment (net) 

675,000 

775,000 

200,000 

30% 

100,000* 

11%* 

Intangibles . . 

100,000 

100,000 

100,000 

— 

— 

— 


Deferred charges 

61,500 

60,500 

48,000 

1,000* 

2%* 

12,500* 

21 %* 

Total assets . 

1,760,000 

2,391,000 

2,278,000 

631,000 

36% 

113,000* 

5%* 

Liabilities 

Current liabilities 

130,000 

546,000 

410,000 

416,000 

320% 

136,000* 

25 %* 

Long-term debt 

300,000 

400,000 

400,000 

100,000 

33% 


Total liabilities 

430,000 

946,000 

810,000 

516,000 

120% 

136,000* 

14%* 

Capital 

6 % Preferred stock 

250,000 

350,000 

350,000 

100,000 

40% 



Common stock 

750,000 

750,000 

750,000 

— 


— 

— 

Paid-in surplus 

100,000 

100,000 

100,000 

— 

- 

— 

— 

Earned surplus 

230,000 

245,000 

268,000 

15,000 

7% 

23,000 

9% 

Total capital 

1,330,000 

1,445,000 

1,468,000 

115,000 

9% 

23,000 

' 1 % 

Total liabilities and capital. 

1,760,000 

2,391,000 

2,278,000 

631,000 

36% 

113,000* 

3%* 


Here, too, it is possible to expand the statement to show asset, 
liability, and capital sroup detail, or the detail may be presented 
in the form of separate supporting schedules. A comparative schedule 
of current assets in support of the balance sheet summary and a com¬ 
parative earned surplus statement are given on the opposite page. 

Information concerning percentage changes on the comparative 
statements serves to point out certain relationships that require fur¬ 
ther investigation and possible action. For example, the compara¬ 
tive schedule of current assets shows an increase in notes receivable 
of $30,000 at the end of 1952. The indication that this is a 300% in¬ 
crease serves to emphasize the significance of the change. Investiga¬ 
tion may disclose that collections on account are slow and customers 
are postponing payments by the issuance of notes. The comparative 
income statement reports an increase in sales returns of $50,000 for 
1952. The significance of this amount is fully appreciated only when it 
is seen that this represents a 100% increase in sales returns as com¬ 
pared with only a 75% increase in sales for the period. An investiga¬ 
tion of causes for the disproportionate increase appears warranted. 
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MARSHALL COMPANY 
Comparative Schedule of Current Assets 
December 31, 1951,1952, 1953 






lNrRE\SE OR Decrease* 


1951 

1952 

1953 

1951-1 

Amount 

L952 

Per 

Cent 

1952-1 

Amount 

953 

Per 

Cent 

Cash 

115,000 

100,500 

60,000 

14,500* 

13 %* 

40,500* 

40 %* 

Marketable securities 

100,000 

150,000 

150,000 

50,000 

50% 

— 

Notes receivable 

10,000 

40,000 

50,000 

30,000 

300% 

10,000 

25% 

Accounts receivable 

328,500 

350,000 

380,000 

21,500 

7% 

30,000 

9% 

Total receivables 

Less: Allowance for bad 

338,500 

390,000 

430,000 

51,500 

15% 

40,000 

1 

10% 

debts 

5,000 

15,000 

10,000 

10,000 

200% 

o 

o 

o 

* 

33 %» 

Net receivables 

333,500 

375,000 

420,000 

41,500 

12% 

45,000 

12% 

Merchandise inventory 

125,000 

330,000 

225,000 

20o,000 

164% 

105,000* 

32 %* 

Total current assets 

673,500 

955,500 

855,000 

282,000 

42% 

100,500* 

11 %* 


MARSHALL COMPANY 
Comparative Earned Sirplus St\tement 
For the Years Ended December 31, 1951 1952, 1953 






1 Increase or Decrease* 





1951-1952 

1 1952-1953 


1951 

1952 

1953 

- _ 

— 

— - 

— 






Per 


Per 





Amount 

Cent 

Amount 

Cent 

Earned surplus at beginning 








of year 

240,000 

230,000 

245,000 

10,000* 

4%* 

15,000 

7% 

Net income from income 








statement 

15,000 

60,000 

70,000 

45,000 

300% 

10,000 

17% 

Total 

255,000 

290,000 

315,000 

35,000 

14% 

25,000 

9% 

Dividends: 








Preferred stock 

15,000 

21,000 

21,000 

6,000 

40% 

— 

— 

Common stock 

10,000 

24,000 

26,000 

14,000 

140% 

2,000 

8% 

Total 

25,000 

45,000 

47,000 

20,000 

80% 

2,000 

4% 

Earned surplus at end of 




1 




year 

230,000 

245,000 

268,000 

15,000 

7% 

23,000 

9% 


—= 

— “ 

_=r- 

— 


- — 



When absolute amounts or relative amounts appear out of line, con¬ 
clusions, favorable or unfavorable, are not justified until investigation 
has disclosed the full story of the factors responsible for the change. 

Percentage changes in the previous examples have been given in 
terms of the data for the year immediately preceding. With data 
covering more than two years, this procedure results in a changing 
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base that makes the comparison of relative changes over the years 
difficult. When comparisons of data for two or more periods are in¬ 
volved, it is frequently desirable to develop all comparisons in terms 
of the earliest period given. Each amount on the statement represent¬ 
ing the base year is considered 100%. On succeeding statements the 
amount of each item is represented as a percentage of the base amount. 
The set of percentages for several years may thus be interpreted as 
trend values or as a series of index numbers relating to the particular 
items. If lO.*)! is used as the base year, comparative profit and loss 
data for the Marshall Company may be presented in tbe manner shown 
below. 

When relationships for a certain base period can be considered 
as “normal,” a statement like the one below serves as a clearer medium 
for interpretation than those previously illustrated. For example, 
the comparative income statement on page 797 shows that sales in¬ 
creased 7.5%, then dropped 14%; sales returns increased 100%, then 
decreased 25%. Analy.ses were based on data for the year immediately 


MARSHALL COMPANY 
CONDBNSKD COMPARATIVE INCOME STATEMENT 
For the Years Ended IlECEMitER 31, 19>1,19)2, \nd 19)3 



1 



I Increase or Decrease* 


19)1 

1952 

1953 

1951-1952 

[ 1951-1953 


Amount 

1 Per 
Cent 

Amount 

Per 

Cent 

Gross sales 

Sales returns 

1,000,000 

50,000 

1,750,000 

100,000 

1,500,000 

75,000 

750,000 

50,000 

75% 

100% 

500,000 

25,000 

.59% 

50% 

Net sales 

Cost of goods sold 

950,000 

630,000 

1,650,000 

1,200,000 

1,425,000 

1,000,000 

700,000 

570,000 

74% 

90% 

475,000 

370,000 

50% 

59% 

Gross profit 

320,000 

450,000 

425,000 

130,000 

41% 

105,000 

33% 

Selling expenses 

General expenses 

240,000 

100,000 

1 300,000 

1 110,000 

280,000 

100,000 

60,000 

10,000 

25% 

10% 

40,000 

17% 

Total expenses 

340,000 

410,000 

380,000 

70,000 

21% 

40,000 

12% 

Net profits or loss* from 
operations 

Other income 

20,000* 

50,000 

40,000 

65,000 

45,000 

75,000 

60,000 

15,000 

30% 

65,000 

25,000 

50% 

Other expenses 

30,000 

10,000 

105,000 

20,000 

120,000 

20,000 

75,000 

10,000 

2.50% 

100% 

90,000 

10,000 

300% 

100% 

Net income before income 
tax 

Income tax 

20,000 

5,000 

85,000 

25,000 

100,000 

30,000 

65,000 

20,000 

325% 

300% 

80,000 

25,000 

400% 

500% 

Net income to earned sur¬ 
plus 

15,000 

60,000 

70,000 

45,000 

300% 

55,000 

.367% 
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preceding. The illustration on page 800 shows that sales increased 
75% and 50% in terms of 1951 results. It also shows that sales returns 
increased 100% and 50% as compared with 1951 figures. Here it is 
shown that, while sales returns increased disproportionately as com¬ 
pared with sales in 1952, the inci'ease was proportionate in 1950, both 
sales and returns increasing 50% in terms of 1951 data. 

Analysis in terms of a base year is a desirable practice, not only 
for the comparison of entire statements but also for the comparison 
of various related single items, ratios, and other peitinent data. Data 
expressed in terms of a base year are well adapted for graphic pres¬ 
entation. 

The changes in comparative statement balances may be reported 
in terms of percentages, as was illustrated in previous examples, or 
the changes may be reported in terms of ratios. A 50% increase in an 
item results in the designation of a I’atio to the base figure of 1.5; a 
25% decrease in an item results in a ratio to the base figure of .75. 
Plus and minus designations are thus avoided. Use of ratios instead 
of percentages is illustrated in the statement below'. 


MARSHALL COMPANY 
Condensed Comparative Income Statement 
For the Years Knded December .11,19.)1,19.)2, and 19.')1 



1 


1 

1 Nf'RRASE OR DECREASE* 


ISol 

19.52 

1953 

1951- 

19.52 

1951-1 

9.53 





Amount 

Ratio 

Amount 

Ratio 

Gross sales 

Sales returns 

1,000,000 

■')0,000 

i ,7.> o , o(m 

100,000 

!1,'>00,000 
7.'),000 

7.50,000 

50,000 

1 75 

2 00 

:)0 o,ooo 

2.>,000 

1 50 

1 50 

Net sales 

Cost of goods sold 

950,000 

6.30,000 

1,6')0,000 

1,200,000 

1,4 2.7,000 
1,000,000 

700,000 

570,000 

1 74 

1 90 

475,000 

370,000 

1 50 

1 59 

1 

Gross piofit j 

.320,000 

450,000 

42.5,000 

130,000 

1 41 

10.),000 

1 33 

Selling expenses 

General expenses 

240,000 

100,000 

:300,ooo 

110,000 

280,000 

100,000 

60,000 

10,000 

1 25 

1 10 

40,000 

1 17 

1 00 

Total expenses 

340,000 

410.000 

380,000 

70,000 1 

1 1 21 

40,000 

1 12 

Net profit or loss* from 
operations 

Other income 

20,000* 

50,000 

40,000 

65,000 

45,000 

75,000 

60,000 

15,000 

1 

1 ‘30 

65,000 

25,000 

j 

1 50 

Other expense 

30,000 

10,000 

105,000 

20,000 

120,000 

20,000 

75,000 

10,000 

3 50 

2 00 

90,000 

10,000 

4 00 

2 00 

Net income before income 
tax 

Income tax 

20,000 

5,000 

85,000 

2.5,000 

100,000 

30,000 

65,000 

20,000 

4 25 

5 00 

80,000 

25,000 

5 00 

6 00 

Net income to earned sur¬ 
plus 

1.5,000 

60,000 

70,000 

45,000 

4 00 

55,000 

4 67 
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In calculating changes in items, it may be observed that when a 
base figure is zero or a minus value, it is possible to indicate a dollar 
change but not to express the change in terms of a percentage. When 
there is a positive base figure, however, both absolute values and 
relative percentage values may be calculated. When ratio analysis 
is employed, ratios can be expressed only when two positive values 
are given. The foregoing principles are illustrated in the examples 
below: 


Net profit or loss* 


While the illustrations show comparisons in terms of annual data, 
it is frequently desirable to develop comparative data for shorter 
periods. It would be possible, for example, to prepare comparative 
statements for monthly or quarterly intervals. Furthermore, in the 
case of profit and loss data, it may be desirable to compare a current 
month with the same month of preceding years, or cumulative data for 
the current year to date with data for the equivalent period of preced¬ 
ing years. 

A number of companies have adopted the thirteen-month year, 
dividing the calendar year into thirteen equal periods of four weeks. 
Variations for the total number of days and number of Saturdays and 
Sundays found in the calendar months are thus eliminated in the 
development of comparative “monthly” statements. More reliable 
conclusions can be drawn from analyses developed from data for 
periods of comparable length. 


Year Ended 
December 31 

Increase or Decrease* 

1952 

1953 

Amount 

Per Cent 

Ratio 

0 

0 

20,000 

2,000* 

20,000 

2,000* 



5,000* 

2,000 

7,000 


_ 

5,000* 

10,000* 

5,000* 



10,000 

0 

10,000* 

100%* 

— 

10,000 

2,000* 

12,000* 

120%* 


10,000 

35,000 

25,000 

250% 

3 50 

10,000 

8,000 

2,000* 

20%* 

80 

in nnn 

in nnn 



1 nn 


COMPARATIVE STATE¬ 
MENTS—VERTICAL 
ANALYSIS 


Comparative data may include analyses in 
terms of percentages or ratios based upon the 
related data of each individual period. For 


example, in presenting comparative operating data, it may be de¬ 


sirable to show the relationship of the component profit and loss ele¬ 


ments to sales for each period. This procedure is knowm as vertical 
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analysis. Vertical analysis as applied to the comparative profit and 
loss data for the Marshall Company is illustrated below. Net sales is 
used as the base figure, or 100%. If analysis were to be made by means 
of ratios, net sales would be considered 1.00 and component items would 
be expressed in terms of this base. 


MARSHALL COMPANY 
Condensed Comparative Income Statement 
For the Years Ended December 31, 1951,1952, and 1953 



1951 

1952 

1953 


Amount 

Per Cent 

Amount 

Per Cent 

Amount 

Per Cent 

Gross sales 

Sales returns 

1,000,000 

50,000 

105 3% 

5 3 

1,750,000 

100,000 

106 1% 

6 1 

1,500,900 

75,000 

105 3% 

5 3 

Net sales 

Cost of goods sold 

950,000 

630,000 

100 0% 
66 3 

1,650,000 

1,200,000 

100 0% 
70 7 

1,425,000 

1,000,000 

100.0% 

70.2 

Gross profit 

320,000 

33 7% 

450,000 

27 3% 

425,000 

29.8% 

Selling expenses 

General expenses 

240,000 

100,000 

25 3% 
10 5 

300,000 

110,000 

18 2^J 

6 7 

280,000 

100,000 

19 7% 

7 0 

Total expenses 

340,000 

35 8% 

410,000 

24 9% 

380,000 

26 7% 

Net profit or loss* from opera¬ 
tions 

Other income 

20,000’* 

50,000 

2 1%» 
5 3 

40,000 

65,000 

2 4% 

3 9 

45,000 

75,000 

3 1% 

5 3 

Other expenses 

30,000 

10,000 

:i 2% 

1 1 

105,000 

20,000 

6 3% 

1 2 

120,000 

20,000 

8 4% 

1 4 

Net income before income 
tax 

Income tax 

20,000 

5,000 

2 1% 

5 

85,000 

25,000 

5 1% 

1 5 

100,000 

30,000 

7 0% 

2 1 

Net income to earned surplus. 

15,000 

1 6% 

60,000 

3 6% 

70,000 

4 9% 


While it may not be possible to specify a normal gross profit rate, 
it can be determined from the statement that a severe decline in the 
gross profit percentage took place in 1952 with a partial recovery in 
1953. This would suggest that an analysis of the causes responsible 
for the increase in the cost of goods sold percentage be made. Not¬ 
withstanding the gross profit shrinkage, the net profit percentage on 
each dollar of sales increased in 1952 and again in 1953. This resulted 
from a reduced expense percentage per dollar of sales that more than 
compensated for the increased cost of goods sold. The comparative 
statement points to certain relationships and trends that merit further 
study for a full appreciation of the changes and the interpretation that 
may be placed on these. 

When supporting schedules are prepared for the detail relating to 
totals on the condensed statement illustrated, individual items may 
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be expressed percentage-wise in terms of net sales or in terms of the 
total reported on the schedule. Sales salaries, for example, may be 
reported as a certain percentage of sales, with the selling expense 
schedule accounting for expenses totaling 25.3%; or the salaries may 
be reported as a percentage of total selling expenses, with the individual 
items on the schedule adding up to 100%. 

Vertical analysis may be employed in the case of comparative bal¬ 
ance sheets and surplus statements. On the balance sheet related 
items are expressed in percentages or ratios based upon total assets 
or total liabilities plus capital. A comparative balance sheet with 
percentage analysis for the Marshall Company is given below: 


MARSHALL COMPANY 
Condensed Comparative Balance Sheet 
December 31, 19')1, 19’)2, 1953 



i 19.')! 

! 

1952 

1953 


Amount 

Per Cent 

Amount 

Per Cent 

Amount 

Per Cent 

Assets 







Current assets 

673,500 

38% 

955,500 

40'!! 

855,000 

38% 

LonK-torm investments 

250,000 

14 

400,000 

17 

500,000 

22 

Plant and equipment (neti 

675,000 

38 

S7 5,000 

37 

775,000 

34 

Intangibles 

100,000 

6 

100,000 

4 

100,000 

4 

Deferred charges 

61,500 

4 

60,500 

> 

48,000 

2 

Total assets 

1,760,000 

100"! 

2,391,000 

100% 

2,278,000 

100 

Lubilities 







Current liabilities 

DO,000 

r /,,' 

546,000 


410,000 

18% 

Long-term debt 

300,000 

17 

400,000 

17 

400,000 

18 

Total liabilities 

430,000 

24% 

946,000 

40% 

810,000 

36% 

Capital 







6 % Preferred stock 

250,000 

14% 

350,000 

13% 

350,000 

15% 

Common stock 

750,000 

43 

750,000 

31 

750,000 

33 

Paid-in surplus 

100,000 

6 

100,000 

4 

100,000 

4 

Earned surplus 

230,000 

13 

245,000 

10 

268,000 

12 

Total capital 

1,330,000 

76% 

1,445,000 

60% 

1,468,000 

64% 

Total liabilities and capital 

1,760,000 

100%; 

2,391,000 

100% 

2,278,000 

100% 


As in the case of profit and loss schedules, when supporting sched¬ 
ules are prepared to show the detail for group totals, individual items 
may be expressed as a percentage of balance sheet base figures or as a 
percentage of the schedule total. 

In preparing a comparative earned surplus statement, either the 
beginning or the ending surplus balance may be used as the base for 
analysis. Use of the beginning surplus balance as a percentage base is 
illustrated on the following page. 
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MARSHALL COMPANY 
Comparative Earned Surplus Statement 
For the Years Ended December 31,1951,1952, and 1953 



1951 1 

1952 

' 1953 


Amount 

Per Cen r 

Amount 

Per Cent 

Amount 

Per Cent 

Earned surplus at beginning of 
year 

Net inconi f-om income state¬ 
ment 

240,000 

15,000 

100% 

6 

230,000 

60,000 

100% 

26 

24,5,000 

70,000 

100% 

29 

Total 

‘255,000 

106% 

290,000 

126% 

315,000 

129% 

Dividends 

Preferred stock 

Common stock 

15,000 
10,000 

6% 

4 

21,000 

24,000 

9% 

10 

21,000 

26,000 

9% 

11 

Total 

25,000 

10% 

45,000 

19% 

47,000 

20% 

Earned surplus at end of yeai 

230,000 

96% 

245,000 

1 

107% 

1 

268,000 

109% 


It should be observed that both horizontal and vertical analyses 
aie required for a full understanding of business trends and financial 
and operating relationships. 

COMMON-SIZE Comparative statements that give only the 

STATEMENTS vertical percentages or ratios for financial 

data without giving dollar values are known as common-size statements 
or 100^/( statements since the comparative reports are expressed in 
terms of a common size or 100^'f. Common-size statements may be 
jirepared for (1) the same business as of different dates or periods or 
(2) tw’o or more business units as of the same date or period. For ex¬ 
ample, a common-size income statement for the Marshall Company 
comparing operations for 1951,1952, and 1953, is illustrated at the top 
of the following page. 

The example that is given at the bottom of page 800 illustrates the 
preparation of a common-size statement comparing balance sheet data 
for two different companies as of the same date. Here the relationships 
of the various items on the balance sheet for the Marshall Company 
are compared with those for the Norris Corporation as of December 31, 
1953. This .summary provides a clear display of comparative relation¬ 
ships of balance sheet elements for the two companies. It is readily 
seen, for example, that the proportion of the owners’ equity for each 
company is approximately the same. While the Norris Corporation 
has a larger proportion of current obligations than the Marshall Com¬ 
pany, its ratio of current assets to current liabilities far exceeds that 
of the Marshall Company, resulting in a much stronger current position. 
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MARSHALL COMPANY 
Condensed Common-Size Income Statement 
For the Years Ended December 31, 1951, 1952, and 1953 



1951 

1952 

1953 

Gross sales 

Sales returns 

105 3% 

5 3 

106 1% 

6 1 

105 3% 

5 3 

Net sales 

Cost of goods sold 

100 0% 

66 3 

100 0% 

72 7 

100 0% 

70 2 

Gross profit 

33 7% 

27 3% 

29 8% 

Selling expenses 

General expenses 

25 3% 

10 5 

18 2% 

6 7 

19 7% 

7 0 

Total expenses 

35 8% 

24 9% 

26 7% 

Net profit or loss* from operations 
Other income 

2 I'/f* 

5 3 

2 4% 

3 9 

3 1% 

5 3 

Other expense 

3 2% 

1 1 

6 3% 

1 2 

8 4% 

1 4 

Net income before income tax 

Income tax 

2 1% 

5 

5 19( 

1 5 

7 0% 

2 1 

Net income to earned surplus 

1 6% 

3 6<-/( 

4 9% 


MARSHALL COMPANY AND NORRIS CORPORATION 
Condensed Common-Size Balance Sheet 
December 31, 1953 



Marshall 

Norris 


Company 

Corporation 

Assets 



Current assets 

38% 

64% 

Long-term investments 

22 


Plant and equipment (net) ! 

34 

35 

Intangibles 

4 

— 

Deferred charges 

2 

1 

Total assets 

100'^ 

100% 

Liabilities 



Current liabilities 

18% 

20% 

Long-term debt 

18 

12 

Deferred credit 

— 

2 

Total liabilities 

36 

34% 

Capital 



Preferred stock 

15% 

— 

Common stock 

33 

46% 

Paid-in surplus 

4 

5 

Earned surplus 

12 

15 

Total capital 

64% 

66% 

Total liabilities and capital 

100^ 

100% 
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In preparing common-size balance sheets and income statements 
for two companies, one should ^be certain that the financial data for 
each company were developed in terms of comparable accounting 
methods, classification procedures, and valuation bases. Comparative 
data are valid only under such circumstances. 


STATEMENT ACCOUNT- As previously illustrated, the comparative 

!n^E‘?income^"*'*^^ income statement shows comparative bal¬ 
ances, changes in individual profit and loss 
items, and also changes in the net income. Comparative income 
statement data may be used in the preparation of a statement account¬ 
ing for the variation in net income. Here comparative data are as¬ 
sembled and presented in a manner that directs attention to those 
elements responsible for the change in net income. To illustrate, com¬ 
parative operating data for the Marshall Company for the years 1952 
and 1953 may be presented as follows in accounting for the increased 
net income in 1953: 


MARSHALL COMPANY 

Statement Accounting for Variation in Net Income 
1953 AS Compared with 1952 


Net income for year ended December 31,1952 

Net income was increased as a result of: 
Decrease in selling expenses 

1952 

1953 

Decrease in general expenses 

1952 

1953 

Increase in other income 
1953 
1952 

Net income was decreased as a result of: 
Decrease in gross profit on sales: 

Decrease in net sales 

1952 

1953 


Less decrease in cost of goods sold 

1952 

1953 


Increase in provision for income tax 
1953 
1952 


$60,000 


$300,000 
280,000 $20,000 


$110,000 
100,000 10,000 


$ 75,000 

65,000 10,000 $40,000 


$1,650,000 
1,425,000 $225,000 


$1,200,000 

1,000,000 200,000 $25,000 


$30,000 

25,000 5,000 30,000 10,000 


Net income for year ended December 31, 1953 


$70,000 
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The statement shows that while a decrease in income resulted 
from a decrease in the gross profit on sales and increased income tax, 
decreased operating expenses and an increase in other income more 
than compensated for the gross profit shrinkage. Thus it would appear 
that increased operating efficiency has been a significant factor in in¬ 
creasing profits. 

It may be desirable to go further and analyze the change in the 
reported gross profit to determine what part is due to a change in 
sales volume and what part is due to a change in the gross profit on 
sales. To illustrate the analytical procedure involved, assume that 
sales prices of the Marshall Company in 1953 are 10% above those of 
1952. A schedule summarizing the change in gross profit can be pre¬ 
pared as follows; 


MARSHALL COMPANY 

Schedule of Analysis op Variation in Gross Profit 
T o Accompany St\tement Accounting for Variation in Net Income 
1953 as Compared with 1952 


Decrease in gross profit caused by: 

Decrease in volume of sales: 

Actual not sales, 1952 

Net sales, 1953, at 1952 prices ($1,425,000 1.10) 

Volume decrease at 1952 prices 


$1,650,000 

1,295,455 

$ 354,545 


Gross profit rate, 1952, applied to volume decrease 
X$554,545) equals decrease in gross profit 

resulting from decreased sales volume ^ $96,694 

Increase in gross profit rate: 

Increased sales price: 

Actual net sales, 1953 . $1,425,000 

Net sales, 1953, at 1952 prices ... 1,295,455 $ 129,545 


Less increase in cost of goods sold: 

Actual cost of goods sold, 1953 ... . $1,000,000 

Cost of goods sold, 1953, on basis of 1952 cost 
pprcentagp(}j”;;;;;;;ax$l,295,455). 942,149 .57,851 71,694 

Total decrease in gross profit . $25,000 


The foregoing schedule shows that, while sales decreased from 
$1,6.50,000 to $1,425,000, a decrease in sales volume of .$354,.545 
actually took place in terms of 1952 sales prices. This would have re¬ 
sulted in a decrease in the gross profit of $96,694, were it not for an 
increase in the gross profit of $71,694 arising from sales price increases 
of $129,545 accompanied by cost increases of only $57,851 in terms 
of 1952 prices and costs. Increased prices, then, offer the explanation 
for only a minor change in the business gross profit in spite of a rela¬ 
tively significant decrease in sales volume. 
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With information relating to the number of units sold* one can 
determine the effects upon gross profit of: 

(a) The change in sales as a result of the change in the number of 
units sold. 

(b) The change in sales as a result of the change in sales prices. 

(c) The change in cost of goods sold as a result of the change in 
the number of units sold. 

(d) The change in cost of goods sold as a result of the change in 
the unit cost pric'es. 

To illustrate, assume in this case that the number of units of goods 
sold in 1953 by the Marshall Company was only 80^/^, of those sold in 
1952. A schedule can be prepared to analyze the change in gross profit 
as follows: 


MARSHALL COMPANY 

8(’hedule of Analysis of Variation in Gross Profit 
T o Ac('omp\ny Statement Accountino for Variation in Net Income 
19o:i \s Compared with 1952 


Deoroaso in gros<s profit ('au.sed Ij> : 

Decrease in net sales: 

Decrease in salcb due to change in number of 
units sold: 

Actual net sales, 1952 $1,650,000 

Net sales, 1955, in the absence of price* change, 
would have been 80 So *»f $1,650,000, or 1,520,000 $550,000 


Less increase in sales due to change in sales price: 

Actual net sales, 1955 $1,425,000 

Net sales, 1955, at 1952 prices 1,520,000 105,000 


Decrease in net sales $225,000 

Decrea.se in cost of goods sold: 

Decrease in cost of goods sold due to change in 
number of units sold: 

Actual cost of goods sold, 1952 $1,200,000 

Cost of goods sold, 1953, in the absence of cost 
changes would have been 80% of $1,200,000, 
or 960,000 $240,000 


Less increase in cost of goods sold due to change* 
in cost prices: 

Actual cost of goods sold, 1955 $1,000,(‘00 

Cost of goods sold, 1953, at 1952 costs 960,000 40,000 


Decrease in cost of goods sold . 200,000 

Total decrease in gross profit . $ 25,000 


The above analysis suggests that, while sales went down $225,000, 
the drop would have been even greater as a result of the shrinkage in 
the number of units sold were it not for increases that were made in 
sales prices. The decreases in selling and general expenses for the year 
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had previously been interpreted as evidence of increased operating 
efficiency. It would now appear that this conclusion needs to be ques¬ 
tioned, in view of the analysis showing a material reduction in the 
number of units sold. The gross profit analysis also shows that in¬ 
creases in sales prices exceeded the increased cost of goods sold, thus 
helping to maintain the gross profit at close to the total for the previ¬ 
ous year in spite of the sales volume shrinkage. It would appear from 
an over-all view that the increased profit for the Marshall Company 
for 1953 is due to the rising prices rather than to greater managerial 
efficiency. 

The schedule illustrated above can be prepared for a business that 
sells only a single uniform commodity. If several different commodities 
are sold, information concerning unit sales, sales prices, and costs for 
each would have to be assembled and separate schedules developed. 
The gross profit variations relating to each class of sales would thus 
be analyzed. 

BREAK-EVEN POINT Financial statements are frequently analyzed 
ANALYSIS determine the business unit’s break-even 

point, that level of sales which will just cover all costs and expenses. 
At the break-even point the business would neither make a profit nor 
incur a loss, but would merely “break even.” 

Analysis of comparative profit and loss data will reveal those costs 
and expenses that fluctuate with the volume of sales, known as variable 
charges, and those costs and expenses that remain constant in spite of 
such changing conditions, known as fixed charges. Variable items in¬ 
clude cost of sales arising from purchases or production, sales com¬ 
missions, shipping expenses, supplies, and similar items affected by the 
volume of sales. Fixed items include depreciation, taxes, insurance, 
heat and light, administrative salaries, and similar items that do not 
fluctuate with the volume of sales. 

If all charges vary in direct proportion to sales and sales are made 
at a price in excess of such charges, there is no break-even point, 
for a profit is recognized from the first sale; here profit varies directly 
with the sales total. Whenever fixed charges are incurred, however, 
a break-even point is reached only when sales cover these charges 
plus whatever variable charges are involved in sales; a profit is realized 
only when the sales figure exceeds fixed charges plus the variable 
charges involved in sales. 

The break-even point can be developed by means of a graph or it 
can be arrived at mathematically. In either case two amounts must 
be known: (1) the total fixed charges of all categories—production. 
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selling, general, and administrative; and (2) the relationship of variable 
charges of all categories to the sales figure. The break-even point can 
be determined graphically by plotting fixed and variable charges and 
sales information on a chart. When the maximum sales that can be 
achieved at full capacity or production are known, a full analysis of 
profit and loss at any sales level can be developed. To illustrate, as¬ 
sume the following facts for the Murray Manufacturing Corporation: 

(a) Total fixed charges are $180,000. 

(b) Variable charges are 40% of sales. 

(c) The sale price of units, assuming full production, is $500,000. 

These data may be plotted as follows: 



CAPACITY PERCENTAGE 

Graph Showing Break-Even Point 


A number of observations can be made from the graph. To break 
even, sales of $300,000 must be reached; stated differently, 60% of 
full capacity must be achieved. This is the point where the total 
charge line and the sales line intersect. At this point fixed charges 
are $180,000 and variable charges are $120,000 (40% of $300,000). 

The profit or loss, assuming any volume of sales, can be deter¬ 
mined from the graph. The smaller the sales figure below the break¬ 
even point, the greater the loss; the larger the sales figure above the 
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break-even point, the greater the profit. Sales of $250,000, for example, 
will result in a loss of $30,000 ($250,000 - [$180,000 -|- 40% of 
$250,000J); sales of $400,000 will produce a profit of $60,000 ($400,000 
- [$180,000 -I- 40% of $400,000]). Maximum sales will result in a 
profit of $120,000 ($500,000 - [$180,000 -i- 40% of $500,000]). 

The break-even point may be calculated in the following manner. 
Let X equal sales at the break-even point. Then X is equal to the 
sum of the fixed charges, $180,000, plus the variable charges, which 
are dO'X, of X. 

X = $180,000+.4X 

X- 4X = $180,000 
.6X = $180,000 
X = $300,000 

It should be observed that the higher the fixed charges, the higher 
will be the break-even point. Assuming fixed charges of $240,000 in 
the preceding example, the break-even point is reached at a higher 
level as follows: 

X = $240,000-1-. 4X 

X-.4X = $240,000 
. 6X = $‘240,000 
X = $400,000 

Under these conditions sales of $400,000 are required in reaching 
the break-even point. With a sales figure at maximum capacity of 
$500,000, this means that 80% of the full sales potential must be 
achieved to break even. 

In reaching the foregoing conclusions, charges were classified as 
fixed or variable. It was assumed that fixed items do not vary re¬ 
gardless of the level of sales and that variable items vary in direct 
proportion to sales. Obviously, however, such conditions do not obtain 
in this precise manner in practice. Items classified as fixed frequently 
vary to some degree depending upon sales; on the other hand, variable 
items may not vary in direct proportion to sales as assumed. For ex¬ 
ample, economies of purchasing and production may serve to lower 
certain direct costs; many expenses, both variable and fixed, may rise 
sharply upon reaching a certain point and may contract markedly 
below a certain level. In view of the fact that actual conditions may 
vary from the assumptions that are required in developing the break¬ 
even analysis, this measurement should be accepted as offering only 
rough approximations. 

Many practical applications may be made of break-even analysis. 
Break-even point information is useful in predicting the effects of an 
increase or a decrease in business. For example, in the illustration on 
page 811 if it is predicted that operations of the following year will 
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reach 90% of capacity, profits would be estimated at $90,000 ($450,000 
- [$180,(X)0 + 40% of $450,000]). This information may be used in 
the determination of policy with respect to property acquisitions, 
borrowings, and dividends. 

Break-even point analysis is useful in making decisions concerning 
the expansion of plant facilities. For example, assume that the Murray 
Manufacturing Company, in view of operations at V0% capacity or 
$450,000, considers an increase in plant facilities that will raise fixed 
charges to $240,000 but that will raise maximum sales possibilities to 
$800,000. Assume variable charges are 40% in either case. The fol¬ 
lowing observations might be made: 


Under Present 
Conditions 


Under Proposed 
Conditions 


Break-even point: 

Profit assuming sales at 90% of 
present capacity, or $430,000: 


Sales necessary to reach profit of 
$90,000: 


X-$180,000 1.4X 

or $300,000 

$430,000 -($180,000 1- 
40S of $430,000) 

or $ 00.000 

S(Saios) - $180,000 + 
.4S }• $90,000 

or $130,000 


X $340,000 f .4X 

or $400,000 

$430,00v)-($240,000-+ 
40S of $430,000) 

or $ 30,000 

S $240,000 + .4S f 
$90,000 

or $330,000 


Maximum profit at capacity: 


$500,000-($180,000 I 
40of $300,000) 

or $120,000 


$800,000 - ($240,000 } 
40 \ of $800,000) 

or $240,000 


In deciding whether expansion is waiTantod at this stage, the in¬ 
creased break-even point, the decreased profit if sales remain $150,000, 
and the increased sales required to produce the same profit would be 
weighed against the increased sales and profit iiotentials. 


STATEMENT OF APPLI- Comparative balance sheet data show the 
CATION OF FUNDS change that has taken place in working capi¬ 
tal. However, it may be of interest to determine the reasons for the 
change. To what extent did such factors as profits, property acquisi¬ 
tions, retirement of long-term debt, and the issuance of additional 
capital stock affect the company’s working capital during the period? 
Analysis of comparative balance sheet data together with a review 
of activities of the period will reveal the sources and the dispositions of 
working capital. Information with respect to working capital is pre¬ 
sented in the form of a special exhibit known as the statement of ap¬ 
plication of funds. Because of the importance of this statement, it is 
considered separately in Chapter 28. 
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QUESTIONS 

1. Explain how an understanding of accounting assists in the analysis 
and interpretation of financial statements. 

2. What are the factors that one would look for in judging a company's 
(1) solvency, (2) stability, (3) profitability? 

3. What are the advantages of statements prepared in comparative form? 

4. Distinguish between horizontal and vertical analytical procedures. 
What special purpose does each serve? 

5. Distinguish between a cumulative income statement and a compara¬ 
tive income statement. What purpose does each serve? 

6. When data for more than two years are involved, what are the ad¬ 
vantages of developing comparisons in terms of the earliest year given? 
What are the advantages of developing comparisons in terms of the pre¬ 
ceding year? 

7. What are the relative advantages of changes reported as percentages 
as compared with changes reported as ratios? 

8. What is meant by a ‘‘thirteen-month year." What advantages and 
disadvantages can you name in the use of such a year for accounting 
purposes? 

9. What is meant by a “common-size" statement? 

10. What are the factors that are responsible for a change in a company's 
gross profit? 

11. (a) The Marsh Co. reports an increase in gross profit in 1953 over 
1952 of $60,000. What other information would be useful in the evalua¬ 
tion of this increase? (b) Give possible unfavorable circumstances that 
might accompany such a change. 

12. The Atlas Co. develops the following measurements for 1953 as 
compared with the year 1952. What additional information would you 
require before arriving at favorable or unfavorable conclusions for each 
item? 

(a) Net income has increased $50,000. 

(b) Sales returns and allowances have increased by $30,000. 

(c) The gross profit rate has increased by 5%. 

(d) Purchases discounts have increased by $5,000. 

(e) Cash has increased by $85,000. 

(f) Inventories have decreased by $100,000. 

(g) Earned surplus has decreased by $300,000. 

13. Distinguish between fixed charges and variable charges. 

14. (a) What is meant by a company's “break-even point"? (b) How is 
it calculated? (c) Suggest certain practical applications that can be made 
of break-even point analysis. 

15. Assuming the same total costs and income figures at full production 
for two companies, what will cause a lower break-even point for one com¬ 
pany than for the other? 
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EXERCISES 

1. Indicate the dollar change, the percentage change, and also the ratio 
that would be reported for each case below, assuming horizontal analysis: 


Gain or loss* on sale of securities: 

1952 1953 1952 1953 

(a) $20,000 $45,000 (f) $ 0 $20,000* 

(b) 50,000 20,000 (g) 5,000* 5,000 

(c) 0 30,000 (h) 5,000 20,000* 

(d) 40,000 0 (i) 10,000* 10,000* 

(e) 20,000 30,000* (j) 10,000 10,000 

2. The following comparative data are developed for the Moore Com¬ 
pany: 

1 952 1953 

Gross sales. $510,000 $760,000 

Sales returns. 10,000 10,000 

Net sales. $500,000 $750,000 

Cost of goods sold. 300,000 465,000 

Gross profit $200,000 $285,000 

Operating expenses . .... 220,000 240,000 

Net profit or loss* from operations. $ 20,000* $ 45,000 

Other income. 5,000 5,000 

$ 15,000* $ 50,000 

Other expense. 10,000 10,000 

Net income or loss* before income tax. $ 25,000* $ 40,000 

Income tax. 10,000 

Net income or loss* to earned surplus. $ 25,000* $ 30,000 


(a) What was the net sales percentage increase for 1953? 

(b) What was the gross profit percentage increase for 1953? 

(c) What was the mark-up percentage on cost for 1952 and 1953? 

(d) What is the percentage of net income or loss to net sales? 

(e) What is the net profit dollar increase for 1953? 

(f) What are the factors accounting for the variation in net operating 
results? 


3. Comparative data for the Winston Co. appear below: 

1952 1953 


Sales. $5,000,000 $6,875,000 

Cost of goods sold. 3,000,000 4,262,500 

Gross profit. $2,000,000 $2,612,500 

(a) If it is assumed that sales prices in 1953 average 25% above those 
for 1952, what part of the change in gross profit is due to a change in the 
sales volume and what part is due to a change in the gross profit rate? 
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(b) Assume, instead, that a single commodity is sold, and that the 
sales price of this commodity was $2.50 in 1952 and $2.75 in 1953. Prepare 
a statement analyzing the change in gross profit in terms of volume and 
price changes for both sales and costs. 

' 4. From the following data for the Foster Co., explain the causes for the 
deduced profit supported by a detailed analysis of the causes for the 
change in gross profit 

1952 1953 

Sales 20,000 units (3) $4 $80,000 25,000 units @ $4.20 $105,000 

Cost of goods sold 50,000 80,000 


$30,000 $ 25,000 

Operating expenses 10,000 15,000 

Net income $20,000 $ 10,000 


5. It is determined that the variable charges for the Forrester Company 
are 40% of sales. Sales at capacity operations are $1,000,000. What are 
the break-even i)oints, assuming that total fixed charges are (a) $150,000, 
and (b) $450,000? 

6. The total fixed charges for the Williams Manufacturing Co. are 
$120,000; variable charges are 25% of the product sales price. Units 
produced sell for $5 each, (a) How many units must be sold for the com¬ 
pany to break even? (b) How many units must be sold for the company 
to realize a net income of $10,0U0? 

7. The Westholme Corporation shows the following results for 1953: 

Sales $500,000 

Fixed costs and expenses . $350,000 

Variable costs and expenses 100,000 450,000 

Net income . . $ 50,000 


Operations during 1953 were at 80% of capacity. Management as¬ 
sumes that ca[)acity can be increased by 50% by plant remodeling and en¬ 
largement, which will increase fixed expenses by $200,000 annually. Vari¬ 
able costs and expenses are expected to remain at 20% of sales. 

(a) Compute the break-even point under both current and proposed 
conditions. 

(b) Compute the profits at capacity under both current and proposed 
conditions. 

(c) Compute the sales necessary under the proposed plan to reach the 
equivalent of maximum profits under current conditions. 
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PROBLEMS 


^1. The following tabulations summarize operations of the Middleton 
Corporation for 1952 and 1953: 


Sales. 

Sales returns . 

Net sales . 

Cost of goods sold . 

Gross profit . 

Selling and general expenses ... . 

Net profit from operations . ... 

Other expenses.. 

Net income or loss* before income taxes 
Income taxes... . 

Net income or loss* to earned surplus 


1952 

1953 

... $205,000 

$260,000 

5,000 

10,000 

$200,000 

$250,000 

. . 120,000 

170,000 

. . $ 80,000 

$ 80,000 

50,000 

65,000 

} 30,000 

$ 15,000 

10,000 

20,000 

. .. $ 20,000 

$ 5,000* 

5,000 


$ 15,000 

$ 5,000* 


-. _^_^_ve income statement showing dol¬ 

lar changes and percentage changes for 1953 as compared with 1952. 

(2) Prepare a comparative income statement offering a percentage analy¬ 
sis of component profit and loss items in terms of net sales for each year. 

(3) Prepare a statement accounting for the variation in net incone for 
1953 as compared with 1952. 


26-2. The financial condition of McGraw, Inc. is summarized below: 


Assets 

1952 

1953 

Current assets: 



Cash on hand and on deposit 

$ 60,000 

$ 40,000 

U. S. Government securities at cost 

85,000 

65,000 

Notes and accounts receivable, less allowance 

240,000 

280,000 

Raw materials and supplies 

210,000 

300,000 

Goods in process 

160,000 

210,000 

Finished goods . 

300,000 

450,000 

Miscellaneous prepaid items 

20,000 

20,000 


$1,075,000 $1,365,000 


Investments: 


Bond sinking fund 

. $ 300,000 

$ 350,000 

Investment in properties not in current use 

250,000 

250,000 


$ 550,000 

$ 600,000 
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1952 1953 

Plant and equipment at cost, less allowance. $ 800,000 $ 750,000 

Intangible assets, less amortization. $ 150,000 $ 125,000 

Deferred charges: 

Bond discount and expense $ 30,000 $ 25,000 

Miscellaneous long-term deferrals 20,000 15,000 

$ 50,000 $ 40,000 

Total assets . . $2,625,000 $2,880,000 

Liabilities 

Current liabilities: 

Notes and accounts payable. $ 140,000 $ 260,000 

Income taxes payable. 20,000 40,000 

Accrued payrolls, interest, and taxes . 25,000 40,000 

Cash dividends payable . . 15,000 20,000 

Miscellaneous items payable . 5,000 5,000 

$ 205,000 $ 365,000 

Long-term debt—10-year first mortgage bonds. $ 250,000 $ 250,000 

Estimated employee pensions payable $ 130,000 $ 150,000 

Deferred credits. $ 30,000 $ 25,000 

Total liabilities , $ 615,000 $ 790,000 

Capital 

Capital stock: 

42 % preferred stock, par $25. $ 500,000 $ 500,000 

No-par common stock, stated value $10. 500,000 500,000 

$1,000,000 $1,000,000 

Surplus: 

Paid-in surplus on sale of common stock. $ 650,000 $ 650,000 

Earned surplus — appropriated. 160,000 200,000 

— free. 200,000 240,000 

$1,010,000 $1,090,000 

Total capital .... $2,010,000 $2,090,000 

Total liabilities and capital. $2,625,000 $2,880,000 


Instructions: (1) Prepare a comparative balance sheet showing dollar 
changes and changes in terms of ratios for 1953 as compared with 1952. 

(2) Prepare a common-size balance sheet comparing financial structure 
ratios for 1953 with those for 1952. 
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26-3. Statemontb for the Stanfield Manufactunng Co are given below 
and on pages 820 and 821 


STANFIELD MANUFACTURING CO. 
Balance Sheets 
December 31, 1951, 1952, 1953 


Assets 

1951 

1952 

1953 

Current assets 

$ 760,000 

$ 990,000 

$1,215,000 

liOng-term investments 

300,000 

250,000 

300,000 

Plant and equipment (net) 

1,050,000 

980,000 

1,360,000 

Intangibles 

150,000 

140,000 

180,000 

Total assets 

$2,260,000 

$2,^60,000 

$3,045,000 

Liabilities 

Current liabilities 

$ 310,000 

$ 370,000 

$ 320,000 

Long-term debt (5%) 

^00,000 

200,000 

300,000 

Deferred credits 

20,000 

30,000 

25,000 

Total liabilities 

$ 530,000 

$ 600,000 

$ 645,000 

Capital 

6% Cumulatne, non-participating 

preferred stock, par $50 

$ 500,000 

$ 500,000 

$ o00,000 

Common stock, par $50 

1,000,000 

1,000,000 

1,500,000 

Paid-in surplus 

250,000 

250,000 

350,000 

Earned surplus (Deficit*) 

20,000* 

10,000 

50,000 

Total capital 

$1,730,000 

$1,760,000 

$2,400,000 

Total liabilities and capital 

$2,260,000 

$2,360,000 

$3,045,000 

STANFIELD MANUFACTURING CO. 

Income Statements 

For the Years Ended December 31, 1951, 1952, 1953 


1951 1952 1953 

Gross sales $1,800,000 $2,400,000 $2,800,000 

Sales returns 40,000 80,000 100,000 


$1,760,000 $2,320,000 $2,700,000 


Net sales 
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1951 


1952 


1953 

Beginning finished goods inventory. . .. 

$ 

230,000 

$ 

220,000 

$ 

330,000 

Cost of goods manufactured. 

1 

,230,000 

1 

,630,000 

1 

,840,000 

Goods available for sale. 

$1 

,460,000 

$1 

,850,000 

$2 

1,170,000 

Ending finished goods inventory. 


220,000 


330,000 


350,000 

Cost of goods sold. 

$1 

,240,000 

$1 

,520,000 

$1 

,820,000 

Gross profit. 

$ 

520,000 

$ 

800,000 

$ 

880,000 

Selling expenses. 

$ 

400,000 

$ 

480,000 

$ 

560,000 

General and administrative expenses... 


160,000 


170,000 


180,000 

Total operating expenses. 

$ 

560,000 

$ 

650,000 

$ 

740,000 

Net profit or loss* from operations . 

$ 

40,000* 

$ 

150,000 

$ 

140,000 

Other income. 


30,000 


30,000 


40,000 


$ 

10,000* 

$ 

180,000 

$ 

180,000 

Other expense. 


20,000 


20,000 


40,000 

Net income or loss* before income taxes. 

$ 

30,000* 

$ 

160,000 

$ 

140,000 

Income taxes. 




60,000 


50,000 

Net income or loss* to earned surplus .. 

$ 

30,000* 

$ 

100,000 

$ 

90,000 


STANFIELD MANUP^ACTURING CO. 

S(^HEDULES OF CoST OF GOODS MANUFACTURED 
For the Years Ended Dec^ember 31, 1951,1952,1953 


Beginning raw materials inventory. . .. 
Raw materials purchases. 


Less: Ending raw materials inventory .. 


Addi Beginning goods in process in¬ 
ventory . 


Less: Ending goods in process in¬ 
ventory 


1951 

1952 

1953 

$ 180,000 

$ 160,000 

$ 210,000 

600,000 

920,000 

1,080,000 

$ 780,000 

$1,080,000 

$1,290,000 

160,000 

210,000 

300,000 

$ 620,000 

$ 870,000 

$ 990,000 

360,000 

440,000 

510,000 

300,000 

360,000 

380,000 

$1,280,000 

$1,670,000 

$1,880,000 

150,000 

200,000 

240,000 

$1,430,000 

$1,870,000 

$2,120,000 

200,000 

240,000 

280,000 

$1,230,000 

$1,630,000 

$1,840,000 


Cost of raw materials 

Direct labor. 

Manufacturing expenses 


Cost of goods manufactured 
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STANFIELD MANUFACTURING CO. 
Earned Surplus Statements 
For the Years Ended December 31, 1951,1952,1953 



1951 

1952 

1953 

Earned surplus or deficit* at the begin¬ 
ning of the year. . . 

Net income per income statement . 

$ 10,000 
30,000* 

$ 20,000* 
100,000 

$ 10,000 
90,000 



$ 80,000 

$100,000 

Cash dividends: 

Preferred stock. 

Common stock. 


$ 60,000 
10,000 

$ 30,000 
20,000 



$ 70,000 

$ 50,000 

Earned surplus or deficit* at the end of 
the year . . . 

$ 20,000* 

$ 10,000 

$ 50,000 


IHutrvctiomc Prepare comparative statements for the three-year period 
showing dollar and percentage changes in terms of 1951, which is to be con¬ 
sidered the base period. 

26-4. (a) BYom the data for the Stanfield Manufacturing Co. given in 
Problem 26-3, develop a comparative income statement for the three- 
year period, ofl'ering percentage analysis of component profit and loss 
items in terms of net sales for each period. 

(b) Prepare a conijtarative schedule of cost of goods manufactured 
for the three-year iteriod in support of the comparative income statement, 
offering percentage analysis of component cost of goods manufactured 
items in terms of the total co.st of goods manufactured for each year. 

26-5. From the data for the Stanfield Manufacturing C^o. given in lYob- 
lem 26-3, prepare a condensed common-size balance sheet comparing 
financial structure i)ercentages for the three-year i)eriod. 

26-6. From the data for the Stanfield Manufacturing Co. given in Prob¬ 
lem 26-3, prepare statements accounting for the variation in net income 
(1) for 1953 as compared with 1951, and (2) for 1953 as compared with 
1952. 

26-7. The Vermont Company, which sells a single commodity, shows the 
following operating results for a three-year period: 

19.51 19.52 1953 


Sales. $4,500,000 $6,000,000 $6,200,000 

Cost of goods sold 2,925,000 4,080,000 4,216,000 

Gross profit $1,575,000 $1,920,000 $1,984,000 

Expenses . . . 1,200,000 1,400,000 1,500,000 

Net income. $ 375,000 $ 620,000 $484,000 
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Sales prices of the commodity sold were as follows: in 1951, $2.25; 
in 1952, $2.40; in 1953, $2.50. 

Instructions: Prepare statements for 1952 and 1953 analyzing the change 
in gross profit as compared with the year immediately preceding in terms of 
volume changes and price changes for both sales and costs. 


26-8. Comparative profit and loss data for the Ralph Company for 1952 
and 1953 follow: 



1952 

1953 

Sales. 

Cost of goods sold. 

. $2,688,000 

. 1,920,000 

$3,450,000 

2,760,000 

Gross profit. 

Expenses. 

. $ 768,000 

. 500,000 

$ 690,000 
550,000 

Net income. 

. $ 268,000 

$ 140,000 


Instructions: Prepare a statement analyzing the variation in gross profit, 
giving as much information as can be determined concerning factors responsi¬ 
ble for the change, under each of the following assumptions: 

(1) No data are available concerning price and volume changes. 

(2) Sales prices in 1953 are 20% above those in 1952. 

(3) Total units sold in 1953 are 25% above those sold in 1952. 

26-9. The total of all fixed expenses of Masonry Products, Inc. is estimated 
to be $50,000; the variable expenses, $20,000 at full capacity. The esti¬ 
mated sales price of goods sold at full capacity is $80,000. Assume that 
fixed charges are constant at all rates of business activity and that variable 
charges vary in direct proportion to sales. 

Instructions: (1) Draw a chart showing the above assumptions and also 
calculate the break-even point. 

(2) Calculate the break-even point, assuming estimates to be the same 
except that the total charges of $70,000 at full capacity is composed of only 
$25,000 fixed and $45,000 variable. 

26-10. The following data are determined for the Greer Manufacturing 
Co.: up to 40%') activity or sales, the fixed expenses are $500,000; above 
40%, the fixed expenses are $600,000. The variable expenses are estimated 
as follows: 


Rate op 

Estimated Variable 

Rate of 

Estimated Variable 

Activity or Sales 

Expenses 

Activity or Sales 

Expenses 

10%,. 

... $300,000 

60%) . 

. ... $620,000 

20% 

. . . 400,000 

70%. 

. 740,000 

30% 

. . . 460,000 

80% .... 

. . . . 775,000 

40%. 

. . . 500,000 

90% . ... 

. 790,000 

50%. 

600,000 

100% . 

. 800,000 
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The sales at 100% capacity are assumed to be $2,000,000. 

Instrvciiors: Construct a chart and determine the approximate break¬ 
even point from the chart. 


26-11. The Pattern Co. has prepared the following summary relating to 
current activities at capacity and estimated activities at capacity with 
proposed enlarged facilities: 


Sales. ... 

Fixed charges 
Variable charges 

Net income 


With Present 
Facilities 

$1,000,000 

$600,000 

250,000 850,000 

$ 150,000 


With Enlarged 
Facilities 

$1,500,000 

$850,000 

300,000 1,150,000 

$ 350,000 


Instructions: (1) Calculate the break-even point u»uler present and under 
proposed conditions. 

(2) Calculate the sales necessary under proposed conditions in reaching 
current income at capacity operations. 

(3) Calculate the result trom operations if sales do not exceed the present 
total under proposed conditions. 


26-12. The Hobson Corporation, which has been operating at capacity, 
shows the following results for 1953: 

Summary of Operations- 1953 

Sales $500,000 

Fixed costs and expenses $300,000 

Variable costs and expenses . 125,000 425,000 

Net income . . $ 75,000 


Management assumes that sales can be increased 50^/^ by improving 
and enlarging the plant. It is estimated that such a program will increase 
fixed expenses by^40^/('; however, variable expens(\'> are expected to de¬ 
crease about 5^/f in terms of sales as a result of the improved plant facili¬ 
ties. 

Instructions: (1) Calculate the break-even point under present conditions 
and under proposed conditions. 

(2) Calculate the sales necessary under proposed conditions if the current 
income is to be maintained. 

(3) Calculate the income if operations under proposed conditions reach 
80% of capacity. 

(4) Calculate the maximum income that can be realized under proposed 
conditions. 
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26-13. The Clark Metals Co. manufactures three different models of a 
single product. The following data are available: 




Annual 


Budgeted 



Sales 

Budgeted 

Sales 

Model 


Budget 

Unit 

Allowances 

Number 


(Units) 

Sales Price 

for a Year 

100 


30,000 

$15 00 

$1,260 

200 


16,000 

18 00 

480 

300 


10,000 

25 00 

410 


1953 ESTIMATES 




Ouantitv 

Over-all Estimated Cost per Unit 

Model 

Budgeted 


Variable Non-Variable 

Number 

For Production 

Total 

Cost 

Cost 

100 .. 

30,500 

$15 072 

$ 9 871 

$5 201 

200 

15,000 

17 335 

10 250 

7 085 

300 

10,000 

23 756 

15 436 

8 320 


Instruction^' Prepare a schedule, supported by computations, showing 
the sales quantity and the sales dollar figure for each model necessary to 
enable the company to cover its costs. (A.I.A. adapted) 



Chapter 127 

Statement Analysis 

Special Ratios and Measurements 


EXTENSIONS OF The importance of comparative reports, as 

v^iTTiCAL^nto^rmjRES ^ special analyses that may be 

developed from such data, was discussed in 
the preceding chapter. However, it has already been suggested that 
of equal importance is the development of appropriate ratios and 
measurements based upon the data of the single period. For example, 
it is significant to show how the net income figure foi the current period 
compares with net incomes of prior periods. It is important to 
determine the relation.ship of the net incc^me for the current year to the 
capital. Furthermore, if the relalionships developed from data of 
the current period are to have the widest interpretative value, they 
should be compared with similar relationships for previous periods. 
Comparative data, relationships as of a certain date, and trends for 
such relationships are thus given expres.sion. 

The measurement of changes in financial data from one period to 
another was called horizontal analysis. The measurement of individual 
items in terms of other items as of the same date or period was called 
vertical analysis. A number of special measurements developed from 
financial data for a single period will be illustrated in this chapter. 
These represent an extension of the vertical analysis procedure. The 
presentation of such measurements in comparative form represents 
the further application of the horizontal procedure. 

There are a great many special measurements that may be devel¬ 
oped from balance sheet, income statement, and supplementary finan¬ 
cial data as of a certain date or period. Such measurements may be di¬ 
vided into two classes: (1) those that analyze balance sheet position, 
and (2) those that analyze operating results. A number of representa¬ 
tive measurements of both classes will be suggested. Some of these 
will have special significance to particular groups. Other measure¬ 
ments may be of general interest to all groups. Creditors, both pres¬ 
ent and potential, for example, are concerned with the ability of a 
company to pay current obligations and require information concern¬ 
ing the ratio of current assets to current liabilities. Stockholders, 
both present and potential, are concerned with earnings and are in¬ 
terested in the company's earnings per share of stock. Management 
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is concerned with the liquidity of the merchandise stock and requires 
information concerning the number of times the stock has turned over 
during the past period. All parties are vitally interested in the profit¬ 
ability of operations and desire information concerning the relation¬ 
ship of earnings to both creditor and ownership equities. 

The analyses that are described and illustrated in this chapter 
should not be considered all-inclusive; other special ratios and measure¬ 
ments may be suggested to the various groups, depending upon their 
particular interests. It should be emphasized once again that arbitrary 
conclusions cannot be reached from an individual ratio or measure¬ 
ment; but this information, together with adequate investigation and 
study, may lead to a satisfactory interpretation and evaluation of 
financial data. The analyses to be developed are based upon the 
financial statements for the Marshall Company for 1951, 1952, and 
1953 as presented in the preceding chapter. 

CURRENT RATIO A fundamental measurement in the analysis 

of balance sheet position involves the com¬ 
parison of current assets with current liabilities as of a certain date. 
Total current assets divided by total current liabilities gives the ratio 
of current assets to current liabilities, variously referred to as the current 
ratio, the working capital ratio, or the banker’s ratio. 

The current ratio is a valuable measure of the ability of a business 
unit to meet its current obligations. Since it is a measure of liquidity, 
care must be taken to determine that the proper items have been in¬ 
cluded in the current asset and current liability categories. Ordinarily 
a ratio of less than 2 to 1 is regarded as unsatisfactory. A comfortable 
margin of current assets over current liabilities is assurance that the 
business will be able to meet maturing obligations even in the event 
of an unfavorable turn in business conditions and the shrinkage of 
values on the realization of such items as marketable securities, receiv¬ 
ables, and inventories. Bond indentures frequently require that a 
current ratio of 3 to 1 or higher be maintained during the life of the 
bond issue. 

In considering current condition, reference is frequently made to 
a company's working capital. This term is variously used to indicate 
total current assets or simply the excess of current assets over current 
liabilities. When the term “working capital” is used to indicate 
total current assets, the term “net working capital” is used to repre¬ 
sent the excess of current assets over current liabilities. Because of 
the differences in the use of the term “working capital,” care must be 
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exercised to interpret the term in accordance with the definition that 
is placed on it. Here “working capital” is used to denote the excess of 
current assets over current liabilities. 

The amount of working capital and the current ratio for the 
Marshall Company for 1952 and 1953 are developed as follows:* 

1952 1953 

$955,500 $855,000 
546,000 410,000 


Current assets 
Current liabilities 


Working capital . $409,500 $445,000 

Current ratio . 1.8 : 1 2.1 : 1 


Ratio calculations are sometimes carried out lo two or more deci¬ 
mal places; however, ratios do not need to be carried out beyond one 
decimal place unless some particularly significant interpretative value 
is afforded by the more refined measurement. The current ratio just 
given, as well as the other ratios to be described in this chapter, can 
be expressed in terms of percentages. The current ratio above, ex¬ 
pressed as a percentage, would appear. 

1952 1953 

Current ratio ITS*}; 209"?, 

From the standpoint of solvency it is more important to consider 
the ratio of current assets to current liabilities than the amount of 
working capital. For example, assume balance sheet data for Com¬ 
panies A and B as follows: 

Company A 


Total current assets 400,000 Total current liabilities 50,000 

Company B 

Total current assets 1,050,000 Total current liabilities 700,000 


Both Company A and Company B have a working capital of 
$350,000, but Company A has a current ratio of 8:1 while Company B 
has a current ratio of 1.5:1. The short-term creditors of Company A 
are more certain of receiving prompt and full payment than those of 
Company B. Bankers would normally be more favorable to Company 
A on a request for a short-term loan than to Company B. 


^Frequently, comparative data for more than two years are required in judging the 
trend of relationships. Analyses for only two years are given in the examples in this 
chapter, since these are sufficient to illustrate the comparative procedures involved. 
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It is possible, however, to overemphasize the importance of a high 
current ratio. Assume that a company is normally able to carry on its 
operations with current assets of $200,000 and current liabilities of 
$100,000. If the company finds itself with current assets of $500,000, 
current liabilities remaining at $100,000, its current ratio has increased 
from 2:1 to 5:1. Actually, however, the company has considerably 
more working capital than it actually requires. 

The amount of working capital required by a particular enterprise 
depends upon both its size and the character of its business. A com¬ 
pany doing business for cash and enjoying a rapid inventory turnover 
does not require as much working capital as a company selling a 
product on long-term payments, assuming the same volume of business 
for each. However, the current ratio for individual businesses of similar 
character may vary depending upon the nature of their activities and 
their particular requirements. 

ACID-TEST RATIO A test of immediate solvency is made by 

comparing the sum of cash, readily market¬ 
able securities, notes receivable, and accounts receivable, known as the 
quick assets, with current liabilities. The total of the quick assets when 
divided by current liabilities gives the ratio of quick assets to current 
liabilities, known as the acid-test ratio or quick ratio. Some time may be 
required in the conversion of raw materials, goods in process, and 
finished goods into receivables and then receivables into cash. A com¬ 
pany with a satisfactory current ratio may be in an unsatisfactory con¬ 
dition in terms of immediate solvency when inventories form a signifi¬ 
cant part of the current asset total. This is revealed by the acid-test 
ratio. In developing the ratio, close inspection must be given to receiv¬ 
ables and investments included in the asset total. There may be 
instances where these may actually be less liquid than inventories. 

Normally one looks for a ratio of quick assets to current liabilities 
of not less than 1 to 1. Again, however, special factors of the particular 
unit must be considered. Questions such as the following should be 
considered: What is the make-up of the quick assets? What special 
requirements are made by current activities upon these assets? How 
soon are the current payables due? The acid-test ratio for the Marshall 
Company is shown at the top of the opposite page. 


OTHER MEASURES OF It may be desirable to develop other ratios 
FOSmol? analyzing the working capital position of the 

company. For example, it may be of interest 
to show the relationship of total current assets to total assets, of in- 



Qw 27] STATEMENT ANALYSIS — RATIOS AND MEASUREMENTS 


829 


Quick assets: 

Cash. 

Marketable securities 
Receivables (net).. . 
Total quick assets. . 
Total current liabilities. 
Acid-test ratio. 


1952 1953 


$100,500 $ 60,000 
150,000 150,000 

375,000 420,000 

$625,500 $630,000 
$546,000 $410,000 
iJ : l ~ 1.5 :1~ 


dividual current assets such as receivables and inventories to total 
current assets, and of individual current assets to total assets. In the 
case of liabilities, relationships may be developed for current liabilities 
and total liabilities, individual current liabilities and total current 
liabilities, and individual current liabilities and total liabilities. Ver¬ 
tical analysis as applied to comparative statements in the previous 
chapter made available such data and also reported the changes and 
the trends in such relationships over a period of years. Individual 
current assets may also be compared with individual current liabilities 
or with the current liabilities total. Foi example, the relationships of 
cash to accounts payable and of cash to total current liabilities may be 
developed for analysis purposes. 

The above-mentioned comparisons make available information 
concerning the relarive liquidity of total assets and the maturity of 
total obligations, as well as the structure of working (capital and shifts 
within the current group. The latter data are significant in view of 
the fact that all items within the current classification are not equally 
current. What may be considered reasonable relationships in the 
analysis of the working capital position again depends upon the partic¬ 
ular enterprise that is being analyzed. 


ANALYSIS OF There are special tests that may be applied 

RECEIVABLES considering the liquidity of two significant 

working capital elements, receivables and inventories. In the case of 
receivables, analysis is directed to evaluation of both the size of the 
receivables carried and the quality of the receivables. 

Accounts Receivable Turnover. The amount of receivables carried 
normally bears a close relationship to the sales volume. The receivable 
position and approximate collection time may be evaluated by calcu¬ 
lation of the turnover of accounts receivable. This rate is determined by 
dividing net sales for the period by the average accounts and notes 
receivable from trade debtors. In developing a representative aver¬ 
age receivables figure, monthly balances should be used if available. 
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The average receivables figure is calculated from thirteen monthly 
balances, those of January 1, January 31, February 28, etc. 

Assume that all receivables of the Marshall Company arose from 
sales and that only balances of receivables at the beginning and the 
end of the year are available in determining the average receivables. 
Receivable turnover figures are calculated as follows: 

1952 1953 

Net sales. $1,650,000 $1,425,000 

Net receivables: 

Beginning of year. $ 333,500 $ 375,000 

End of year. $ 375,000 $ 420,000 

Average receivables. $ 354,250 $ 397,500 

Receivables turnover within year. 4.7 3.6 

Number of Days’ Sales in Receivables. Average accounts are some¬ 
times expressed in terms of average days’ sales uncollected. Informa¬ 
tion is thus offered concerning the average time required to collect 
receivables. 

To illustrate this calculation, assume 300 business or sales days for 
the Marshall Company. Annual dollar sales may be divided by 300 
to find average daily sales. Average receivables divided by average 
daily sales then gives the number of days’ sales in average receivables. 
This procedure is applied to the data for the Marshall Company below: 

1952 1953 


Average receivables. $ 354,250 $ 397,500 

Net sales.' . $1,650,000 $1,425,000 

Average daily sales (net .sales 300). $ 5,500 $ 4,750 

Number of days’sales in average receivables 64 84 


The same measurements can be obtained by simply dividing the 
numbei- of days representing the year by the turnover rates of 4.7 and 
3.6 for 1952 and 1953 respectively, as developed earlier. A comparable 
number of days should be used in developing comparisons. Computa¬ 
tions are normally based on the calendar year consisting of 365 days 
or a business year consisting of 300 days (365 days less Sundays and 
holidays). 

Instead of developing the number of days’ sales in average receiv¬ 
ables, it would be possible to report the number of days’ sales in receiv¬ 
ables at the end of the period. This information for the Marshall 
Company is presented below: 

1952 1953 

$375,000 $420,000 
$ 5,500 $ 4,750 

68 88 


Receivables at end of period. 

Average daily sales. 

Number of days’ sales in receivables at the end 
of the period. 
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What constitutes a reasonable number of days in receivables varies 
with the individual business. The proportion of cash sales included in 
the sales figure, as well as the terms relating to credit sales, must be 
considered in intei’preting this measurement. For example, when all 
merchandise is sold on account on terms of net 60 days, a period of 40 
days would not seem to be unreasonable, assuming that all sales are 
made on account. If half of the sales are for cash, however, there would 
be 80 days’ sales in receivables at the end of the period. 

Sales activity just before the close of the period should be considered 
in interpreting the relationships that are developed. If sales are un¬ 
usually light or heavj" just before the end of the period, recei\ ables are 
affected and the measurements in turn distorted. W'^hen such uneven¬ 
ness prevails, it may be better to analyze accounts according to their 
due dates, as was illustrated on Chapter 7. 

The problem of keeping accounts I’eceivable at a minimum with¬ 
out losing desirable business is important. Every company must pay 
for the use of funds that it has borrowed, and it is expected to pay 
dividends on stock, l^he company’s investment in accounts usually 
does not pi’ovide income. The cost of i lu rying these accounts mu.st be 
covered by the margin of pi'ofit made on sales, which is fixed at the 
time of the sale. The longer the account is carried, the smaller will be 
the percentage retu'-n realized on the investment. In addition, heavier 
collection charges and bad debt lo.s.ses must be considered. 

In the attempt to gain new and continued bu.siness, credit is 
frequently granted for relatively long periods. The element of cost 
involved in granting long-term credit should be recognized. Assume 
that a business has an average daily sales volume of $5,000 and the 
average amount of accounts receivable is .$2.50,000. The latter figure 
represents the average daily business done for 50 days. If collections 
and the credit period can be improved so that outstanding accounts 
receivable represent only .30 days’ sales, then accounts receivable will 
be $150,000. Assuming a cost of G% to carry the accounts, the decrease 
of $100,000 in accounts would represent a reduction in charges or an 
increase in profits of $6,000 annually. Assuming that the company has 
10,000 shares of stock outstanding, the reduction in average receivables 
will increase the per-share earnings by 60 cents. 


MERCHANDISE INVEN¬ 
TORY ANALYSIS 


In evaluating inventory position, procedures 
similar to those for evaluating receivables 
may be employed. Both the number of times the average inventory 
has been replenished during a fiscal period, known as the merchandise 
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turnover, and the number of days’ sales in average inventories carried 
may be computed from inventory and profit and loss data. 


Merchandise Turnover. The amount of merchandise carried in stock 
normally bears a close relationship to the sales volume. The inventory 
position and the approximate disposal time may be evaluated by cal¬ 
culation of the merchandise turnover. The merchandise turnover is 
determined by dividing the cost of goods sold by the average inventory 
for the period. Again, if available, monthly figures should be used in 
developing a representative average. 

Assume that only the inventories at the beginning and the end of the 
year are available for the Marshall Company. Merchandise turnover 
figures are calculated as follows: 


Cost of goods sold. 

Merchandise inventory: 

Beginning of year. 

End of year. 

Average merchandise inventory.. 
Merchandise turnover for the year 


1952 


1953 

. $1,200,000 

$1,000,000 

. $ 125,000 

$ 

330,000 

. $ 330,000 

$ 

225,000 

. $ 227,500 

$ 

277,500 

5.3 


3.6 


Number of Days’ Saks in Inventories. Average inventories are 
sometimes expressed in terms of average days’ sales. Information is 
thus afforded concerning the average time it takes to dispose of the 
inventory. The number of days’ sales in inventories is calculated by 
dividing the average inventory by the average daily cost of goods sold. 
When a turnover figure has been calculated, the same measurement 
can be obtained by simply dividing the days in the year by the turn¬ 
over figure for the year. The latter procedure is illustrated for the 
Marshall Company: 

1952 1953 


Merchandise turnover for the year. 5.3 3.6 

Number of days’ sales in average inventory (assuming 

a business year of 300 days). 57 83 


Instead of developing the number of days’ sales in average inven¬ 
tories, the number of days’ sales in inventories at the end of the period 
may be determined by dividing the ending inventory by the average 
daily cost of goods sold. 

A company with departmental classifications for merchandise will 
find it desirable to support the inventory measurements for the com¬ 
pany as a whole with individual measurements for each department, 
since there may be considerable variation among departments. A com¬ 
pany manufacturing its product may compute turnovers for finished 
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goods, goods in process, and raw materials. The finished goods turnover 
is computed by dividing the cost of goods sold by the average finished 
goods inventory; the goods in process turnover is computed by dividing 
the cost of goods manufactured by the average goods in process in¬ 
ventory: and the raw materials turnover is computed by dividing the 
cost of raw materials used by the average raw materials inventory. 

Equivalent valuation bases must be emploj’^ed if measurements that 
are developed from inventory figures are to be comparable. Maximum 
accuracy in developing measurements is possible if information relating 
to cost of goods sold and inventories is available in terms of number 
of units. 

The effect of seasonal factors on the size of inventories at the end 
of the period should be considered in the inventory analyses. In¬ 
ventories may be abnormally high or low at <he end of the period. 
Many companies adopt a fiscal year that ends when operations are at 
their lowest point. This is referred to as the adoption of the natural 
business year. When such a plan is adopted, stocks will normally be 
at their lowest point at the end of the pei iod. The organization is able 
to take inventory and complete yea:-end closing most conveniently 
with inventories at minimum levels and selling activities at their low 
point. Under such circumstances, monthl> inventory balances should 
be developed by the gross profits method as illustrated in Chapter 10 
in arriving at a repi e.sentative average inventory value. 

The greater the rate of turnover of the stock of merchandise, the 
smaller is the amount of investment neces.sary for a given volume of 
business and consequently the higher is the rate of return on the in¬ 
vestment. This conclusion is based on the assumption that the enter¬ 
prise is able to purchase goods in smaller quantities sufficiently often 
at no disadvantage in price. If merchandi.se must be bought in very 
large quantities in order to get a favorable price, then the savings on 
quantity purchases must be weighed against the additional investment 
and increased costs of storage. 

The financial advantage of an increased turnover figure may be 
illustrated as follows: Assume that the cost of sales figure for a year 
has been $1,000,000, and the average inventory at cost, $250,000; the 
rate of turnover, then, is 4. Assume that through careful buying the 
same volume of business can be maintained with an increased turnover 
of 5, or an average inventory of only $200,000. If the cost of funds 
for carrying the inventory is 6%, the savings on $50,000 will be $3,000 
annually. The above does not include possible advantages gained from 
a decrease in merchandise spoilage and obsolescence losses; the sav- 
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ing in costs of storage space, insurance, and taxes on the excess inven¬ 
tory; and the reduction in the risk of losses from price declines. 

Inventory investments and turnover rates vary between different 
enterprises. The facts of each individual business unit must be judged 
in terms of its own financial structure and its own activities. Each 
business must plan an inventory policy that will avoid the extremes 
of a dangerously low stock that may impair sales volume and an over¬ 
stocking of goods with a heavy capital investment attended by dangers 
of shrinking prices and possible difficulties in meeting the obligations 
arising from the purchases. 


RATIO OF OWNERS* The relationship of the equities of the owner- 
CAPITAL TO LIABILITIES gj^jp creditor group in total 

business assets may be measured in terms of ratios. The statements 
employing vertical analysis as given in the preceding chapter illus¬ 
trated the development of such measurements. Instead of expression 
in terms of assets, owners’ and creditors’ equities may be expressed 
in terms of each other. For example, owners may have a 60% interest 
in total assets and creditors a 40% interest. Here one can say that 
the owners’ interest is 150% of the creditors’ interest in the business, 
or that the ratio of the ownership interest to liabilities is 1.5 to 1. 

Comparative data summarizing ownership and creditor equities 
in assets or the relationship of the equities to each other show the 
changes taking place in equities. As the ownership equity rises in 
relation to the creditors’equity, the margin of protection to the creditor 
group goes up. From the point of view of the owners, an increase in 
the ownership equity makes the organization less vulnerable to a decline 
in the business cycle and possible inability to meet obligations, and 
also serves to reduce the expenses of carrying the debt. 

However, it should not be overlooked that it is normally advan¬ 
tageous to supplement funds contributed by the owners with a certain 
amount contributed by a creditor group. The employment of funds 
contributed by creditors is known as trading on the equity. It is assumed 
that the additional earnings accruing to the business through use of 
“borrowed capital” will exceed the interest charged for the use of such 
funds. When the rate earned on borrowed funds exceeds the rate paid 
on borrowings, a gain by trading on the equity is said to have accrued 
to the stockholders; when the rate earned is less than that paid, a loss 
is incurred. 

The ratio of owners’ capital to total liabilities is considered in judg¬ 
ing whether trading on the equity has been carried to an excess with 
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possible danger to business solvency from a long-term approach. The 
relationship of capital to liabilities for the Marshall Company follows: 

1952 1953 

Total capital. $1,445,000 $1,468,000 

Total liabilities . $ 946,000 $ 810,000 

Ratio of capital to liabilities. 1.5:1 1.8:1 


RATIO OF PLANT AND Comparisons may be made between plant 
TMkTdebt and equipment and the total long-term debt. 

When plant and equipment is pledged on the 
long-term obligations, this ratio indicates the protection afforded to 
the long-term creditor group, tis well as the possibility for the ex¬ 
pansion of long-term indebtedness on the basis of available security. 

In the development of this ratio, present sound values of plant 
and equipment instead of book values should be used if available, 
since the protection to creditoi s as well as the ability of the business 
to borrow’ is based on the market values of the assets representing the 
security. If a sinking fund for the ret’”ement of long-term indebted¬ 
ness is maintained consisting of the company’s own obligations that 
have been reacquired but not retired, this fund should be subtracted 
from the long-term debt in developing the ratio; a sinking fund con¬ 
sisting of other investments, however, w’ould represent additional 
security on the indebtedness rather than a reduction in debt and is 
thus added to plant and equipment for purposes of this ratio. Normally, 
long-term creditors limit their loans to 50 to 60% of the value of 
properties pledged, so that there may be an adequate margin of safety 
in the event of business failure and the need to apply the security to 
the payment of the indebtedness. 

The ratio of plant and equipment to long-term debt for the Marshall 
Company follows: 

1952 1953 


Total plant and equipment (net). $875,000 $775,000 

Total long-term debt. $400,000 $400,000 

Ratio of plant and equipment to long-term debt. 2.2:1 1.9:1 


RATIO OF OWNERS' The changes in the relationship of owners’ 

a 1«>^WUIPMENT^^ capital to plant and equipment need to be 

considered in judging whether expansion is 
taking place through an increased ow^nership equity or through creditor 
sources. An increasing ratio indicates that plant and equipment is be¬ 
ing increasingly financed through funds supplied by the sale of stock or 
the retention of earnings within the business, and normally this would 
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be looked upon favorably. A declining ratio indicates that the increase 
of plant properties has exceeded the expansion in capital. This may 
suggest possible overexpansion, the excessive use of credit supplied 
by the creditor group, and greater vulnerability to financial difficulties 
in the event of a decline in business activities. 

The ratio of capital to plant and equipment for the Marshall 
Company follows: 

1952 1953 


Total capital. $1,445,000 $1,468,000 

Total plant and equipment (net). $ 875,000 $ 775,000 

Ratio of capital to plant and equipment .... 1.7:1 1.9:1 


BOOK VALUES PER An important measurement of the owners’ 
SHARE OF STOCK . interest in the business is afforded by a 
determination of the book value per share. This is the dollar equity 
related to each share. The calculation of share book value was de¬ 
scribed earlier in Chapter 23. It was indicated there that, when there is 
only one class of stock, book value per share is calculated by dividing 
the total capital by the number of shares outstanding. When both 
common and preferred stock have been issued, it becomes necessary to 
allocate surplus to the two classes. Redemption or liquidation values 
and cumulative and participating features of the preferred issue must 
be considered in determining the surplus relating to preferred stock and 
the balance relating to the residual or common stock equity. 


Both common and preferred stock of the Marshall Company are 
$10 par. The preferred stock is cumulative and nonparticipating, 
and no dividends are in arrears. The preferred stock has a liquidation 
value equal to its par value. The book values per share for common and 
preferred stock are calculated as follows: 



1952 

1953 

6% preferred stock. 

$350,000 

$350,000 

Common stock. 

$750,000 

$750,000 

Paid-in surplus. 

$100,000 

$100,000 

Earned surplus... 

$245,000 

$268,000 


Book value per share 

of preferred: $350,000 

35,000 shares “ 


$350,000 
35,000 shares 


= $ 10.00 


Book value per share 

of common: $750,000+$345,000 ^ $750,000+$368,000 

75,000 shares “ ^14.60 75,000 shares 
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Frequently, for analysis purposes, the book value of stock is cal¬ 
culated after the surplus is reduced by the amount of intangibles re¬ 
ported in the asset section of the balance sheet. Book value of the 
stock thus reported offers a more conservative appraisal of the owner¬ 
ship equity. 


OTHER MEASUREMENTS A number of measurements of balance sheet 
^RU^TORE^^ sheet structure other than those already described 

are developed in specific instances. Among 
these might be mentioned the ratio of individual noncurrent assets to 
total assets of the business or to total assets of the group, and individual 
noncurrent liabilities to total liabilities of the business or to total 
liabilities of the group. Relationships such as the foregoing may be 
presented directly on comparative statements by means of vertical 
analysis procedures. 


RATIO OF SALES Among the measurements that are developed 

TO ASSETS balance sheet and income statement 

data may be mentioned the ratio of salei^ to assets, sometimes called the 
os&efs turnover rate, which measures the contribution of assets to the 
sales total. This ratio is calculated by dividing the net sales figure by 
the business assets that produced the sales. Comparative data report¬ 
ing the ratio of sales dollars to the asset dollar investment indicates 
the relative effectiveness of asset utilization. A ratio increase may sug¬ 
gest the better utilization of assets, although a point may be reached 
where it is concluded that there is a strain on assets and the investment 
is insufficient for the company to reach its full sales potential. A ratio 
decrease may indicate that sales are not keeping pace with asset 
changes, thus suggesting the possibility of overinvestment in assets or 
their inefficient use. 

In developing the ratio, long-term investments should be excluded 
from the asset total, since these make no contribution to the sales 
total. If monthly figures for a.ssets are available, they may be used 
in developing a representative average for assets employed during the 
year. Sometimes the assets at the end of the year are used as a basis 
for the computation. When sales can be expressed in terms of units 
sold, ratios in terms of sales units per dollar invested offer more reliable 
guides to interpretation than sales dollars, since unit results are not 
affected by price level fluctuations. 

Assume that only asset totals for the beginning and end of the 
year are available for the Marshall Company and that sales cannot be 
expressed in terms of units. Ratios are computed as follows: 
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1952 

1953 

Net sales. 

$1,650,000 

$1,425,000 

Net assets (excluding long-term investments): 
Beginning of year . 

$1,510,000 

$1,991,000 

End of year. 

$1,991,000 

$1,778,000 

Average assets for the year. 

$1,750,500 

$1,884,500 

Ratio of sales to assets. 

.9:1 

.8:1 


RATIO OF SALES Related to the ratio just described is the 

EQUIPMEMT^^^ raiio of sales to plant and equipment, some¬ 

times referred to as the plant and equipment 
turnover or the fixed asset turnover. The sales total, here, is divided by 
the investment in plant and equipment, and the resulting figure in¬ 
dicates how effectively plant and equipment is utilized in terms of 
sales. With comparative data, judgments may be made concerning 
the relative efficiency of utilization of these assets and the effects of 
increases or decreases in property on sales. An increase in plant and 
equipment when accompanied by a ratio decrease may suggest over¬ 
expansion in plant facilities. 


Assume that beginning and ending plant and equipment balances 
are used in measuring the average investment for the Marshall Com¬ 
pany. Ratios are computed as follows: 


1952 1953 

Net sales. $1,650,000 $1,425,000 

Plant and equipment: 

Beginning of year. $ 675,000 $ 875,000 

End of year. $ 875,000 $ 775,000 

Average investment in plant and equipment. $ 775,000 $ 825,000 

Ratio of sales to plant and equipment. 2.1:1 1.7:1 


In certain instances it may be desirable to combine intangible 
assets with plant and equipment in establishing the base for this 
measurement. 


RATE EARNED ON The adequacy of net income may be measured 
TOTAL ASSETS terms of (1) the return on sales, (2) the 

return on assets producing the income, and (.3) the return on the owners’ 
equity in the business. There should be an adequate return in terms 
of each of the three standards if operating results are to be viewed as 
wholly favorable. The return on sales was measured in the previous 
chapter where vertical analysis was applied to income statement data. 
The return on total assets, frequently referred to as the asset produc¬ 
tivity rate, is found by dividing the net income by the total assets em- 
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ployed in the production of such income. Net income represents the 
income transferred to earned surplus after income taxes. 

If the assets by months are available, they should be used in 
developing the average assets for the year. Frequently, however, the 
assets at the beginning of the j-^ear or the assets at the end of the year 
are used for the calculation. In some instances it may be desirable to 
exclude certain income items i-elating to investments, such as sinking 
fund income, dividends from subsidiaries, and rental income on proper¬ 
ties, so that net income is limited to that resulting from trading opera¬ 
tions. When this is the case, assets should be reduced by the invest¬ 
ments in developing the income to assets percentage. Sometimes the 
rate of net operating income to total assets, or, perhaps, the rate of net 
income before income taxes to total assets, is dexeloped in compara¬ 
tive form so that rates may not be affected by financial management 
items or by taxes based upon operating I’esults. 

The rate of net income after income taxes on total assets foi' the 
Marshall Company is detei'mined below: 


Net income. 

Total assets: 

Beginning of year. 

End of year. 

Average assets. 

Rate earned on total assets 


I!),")!’ 195:t 


$ 60,000 .$ 70,000 


$1,760,000 $2,:J<)1,000 

$2,391,000 $2,278,000 
$2,075,500 $2,:134,500 
2.89'/o 3.00% 


rate EARNED ON The return on the owners’ equity in the busi- 

found by dividing the net income by 
the total capital. In the development of this 
rate, it is preferable to use the average capital for a year calculated 
from monthly data, particularly when significant changes in capital 
have occurred during the year as a result of the .sale of additional 
stock, the retirement of .stock, the payment of dividends, and the 
retention of earnings. Sometimes the beginning or the ending capital 
is used for the measurement. 

The rate of net income on total capital for the Marshall Company 
is calculated as follows: 


Net income. 

Capital: 

Beginning of year . 

End of year. 

Average capital. 

Rate earned on capital 


1952 1953 

$ 60,000 $ 70,000 

$1,330,000 $1,445,000 
$1,445,000 $1,468,000 
$1,387,500 $1,456,500 

4.32% 4.81% 
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TIMES BOND INTEREST Met income also may be measured in terms 
EARNTO*^^^^* relationship to bond interest re¬ 

quirements, (2) its relationship to preferred 
dividend requirements, and (3) its availability to common stock¬ 
holders. 

Calculation of the number of times earnings cover the bond in¬ 
terest is made by dividing net income before any charge for interest by 
the bond interest requirements for the period. The ability of the com¬ 
pany to meet interest payments and the degree of safety afforded the 
bondholders is thus reported. The number of times interest charges 
were earned by the Marshall Company follows: 

1952 1953 

Net income $ 60,000 $ 70,000 

Add bond interest (4 on long-term debt) 18,000 18,000 

Amount available in meeting interest require¬ 
ments $ 78,000 $ 88,000 

Number of times bond interest requirements 

were earned 4.3 4.9 


TIMES PREFERRED Calculation of the number of times earnings 

mimts'^ere^a'rned cover the preferred dividends is made by 

dividing the net income by the preferred 
dividend requirements for the period. The ability of the company to 
meet dividend requirements on preferred is thus indicated. For the 
Marshall Company calculations are as follows: 


1952 

Net income — amount available in meeting pre¬ 
ferred dividend requirements $ 60,000 

Preferred dividend requirements $ 21,000 

Number of times preferred dividend require¬ 
ments were earned 2.9 


1953 

$ 70,000 
$ 21,000 

3.3 


Frequently net income is expressed in terms of earnings per share 
on preferred stock. Net income divided by the number of shares of 
preferred stock outstanding gives the number of dollars earned per 
share of preferred stock. It should be recognized that this amount 
does not represent the earnings to which preferred stock is entitled, 
but simply the margin of safety of actual earnings as compared with 
the required amount. 

Earnings on preferred shares for the Marshall Company are ex¬ 
pressed as follows: 
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1952 1953 

Net income — amount available in meeting pre¬ 


ferred dividend requirements. $60,000 $70,000 

Number of shares of preferred outstanding. 35.000 35,000 

Earnings per share on preferred stock. $1.71 $2.00 


Since preferred stock is 6%, $10 par, earnings required to cover pre¬ 
ferred dividends would be 60 cents per share. 


EARNED ON The rate of earnings on the common stock- 
COMMON EQUITY holders’ equity, sometimes referred to as the 

financial ratio, is calculated by dividing the net income after preferred 
dividend requirements by the equity of the common stockholders. 
The average equity for common stockholders should be determined, 
although the rate is frequently calculated on the basis of the beginning 
or ending common equity. 


In the case of the Marshall Company, whose preferred stock is non¬ 
participating, preferred requirements are limited to 6%. The rate 
earned on the common equity, then, is calculated as follows: 


1952 1953 

Net income. $ 60,000 $ 70,000 

Dividend requirement.s on preferred stock... $ 21,000 $ 21,000 


Income identified with common stock¬ 
holders’ equity. $ 39,000 $ 49,000 

Common stockholders’ equity: 

Beginning of year. $1,080,000 $1,095,000 

End of year. $1,095,000 $1,118,000 

Average common equity. $1,087,500 $1,106,500 

Rate earned on common stockholders’ equity 3.6% 4.4% 


EARNINGS PER SHARE Earnings on common may be expressed in 
ON COMMON terms of the dollar amount relating to each 

share. In computing common share earnings, net income reduced by 
the prior claim on earnings of preferred stock is divided by the number 
of shares of common stock outstanding. In the case of the Marshall 
Company, earnings per share on common stock are computed as 


follows: 

1952 1953 

Net income. $60,000 $70,000 

Dividend requirements on preferred stock. .2 1,000 21,000 

Income identified with common stock equity. $39,000 $49,000 

Number of shares of common stock outstanding.. 75,000 75,000 

Earnings per share on common stock. $ .52 $ .65 
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DISTRIBUTION OF 
EARNINGS TO 
CREDITOR AND 
OWNERSHIP EQUITIES 


Inasmuch as earnings are the ultimate source 
upon which the creditors and the owners of an 
enterprise must rely for a return of both 


principal and income, and because the different classes of security 
holders normally obtain different rates of return, a percentage analysis 
of the disposition of the earnings of a company is frequently of interest 
to all groups. In the case of the Marshall Company it is possible to 
prepare a summary of the distribution of earnings as follows: 


FMjniTY 

TitiUTTY 'FoTAI.h’ PfRCI:VTAOF 


Boiuiiiulders (4J% long- 


l<r..3 

lO.Vi 

11153 

torin debt). 

$ 400,000 

$ 400,000 

22% 

22% 

Preferred stockholders 

3fi0.(K)0 


10% 


Common stockholders... 

1,087,500 

1.100,500 

50% 

r>»% 

'fotal . .... 

$J,837,.500 

S1.8.5(),.5(K) 

H«)% 

1(K)‘” 


Amount of Pkkcentaqe 

Eakninqs Distriuution Percentaol 

Paid AND op Total Paid or 

Accruing* Eauninoh Paid Accruing* 


TO EoT'iriKH 

OR 4r(’llllING* 

Equi 

IT s 

l‘l.‘.2 


l'l.'»2 

1053 

1052 

“loTi 

SIS.fKK) 

$18,000 

23% 

20% 

4 5% 

4 y, 

21,000 

21,000 

27'^0 

24% 

0 O'J, 

0 0'' 

121,000 

20,000 

.'11% 


2 2%,-* 

2 3'; 

J5,(KH)* 

23,000* 

10%* 

20%* 

1 4%* 

2 r;r 

.S78,(MK) 

$88,000 

100% 

100% 

4 2% 



OTHER MEASUREMENTS A number of other measurements of opera- 
OF OPERATIONS operating results that are significant 

in various instances can be developed. Among these may be mentioned 
such ratios as gross profit to sales, net operating income to sales, net 
income to sales, individual manufacturing expenses to cost of goods 
manufactured, individual selling expenses and individual general and 
administrative expenses to the totals for these respective groups. These 
relationships are generally presented by means of comparative state¬ 
ments offering horizontal and vertical analyses of profit and loss data. 


INTERPRETATION OF Analyses introduced in Chapter 26 and in 

A u A I vccc 

* this chapter are developed to help the analyst 

arrive at certain conclusions with regard to the business. It has already 
been suggested that these are merely guides to the intelligent interpreta¬ 
tion of financial data. 

All of the ratios and measurements need not be used, but rather 
only those that will actually assist in the development of opinions 
with respect to the questions that have been raised by the analyst. 
Such measurements as are developed need to be interpreted in terms 
of the conditions relating to the particular enterprise, the conditions 
relating to the particular industry to which the enterprise is related, 
and the conditions relating to general business and the economic 

^Average equities for the year are indicated in this illustration. It would be possible 
to base analyses on equities as of the beginning of the year or equities as of the end 
of the year. 

^This percentage, while stated in terms of the common stockholders’ equity, 
could be stated in terms of the par or stated value of the common stock. 





Ch. 271 STATEMENT ANALYSIS — RATIOS AND MEASUREMENTS 


843 


environment v ithin which the enterprise operates. If measurements are 
to be of maximum value, they need to be compared with similar data 
developed for the particular enterprise for past periods, with similar 
measurements that may be available for the industry as a whole and 
that may be regarded as standard or normal, and with pertinent data 
relating to general business conditions and the business cycle as these 
affect the individual enterprise. Only by intelligent use and integration 
of the foregoing sources of data can financial maladjustments be 
recognized and reliable opinions be developed concerning operation, 
progress, and financial structure of the business unit. 


QUESTIONS 

1 . j(a) Define working capital, (b) What is the importance of working 
caphal? 

2. Distinguish between the current ratio and the acid-te4 ratio. What 
are usually considered minimums for each r^ilio? 

3. The working capital for the Wright Company has increased in amount 
as follows. Comment on the change: 

Current assets: 

Cash . 

Receivables 

Inventories . , 


Current liabilities 
Working capital 


1952 1953 

$15,000 $ 20,000 
32,000 40,000 

39,500 80,000 

$86,500 $146,000 

32,000 83,500 

$34,5(76 $ 62,500 


4. Balance sheets for the Blake Corj)oralion and the ('arisen Corporation 
each show a working capital total of $500,000. Does this indicate that the 
short-term solvencies of the two companies are approximately equal? 
Explain. 

5. The current ratio for the Decker Co. is 4 to 1; the working capital 
ratio for the Evarts Co. is 9 to 1. The current position of the Evarts Co. 
may thus be considered the sounder of the two. Evaluate this argument. 

6. Define each of the following: (a) banker's ratio, (b) quick assets, 
(c) financial ratio. 

7. (a) How is the accounts receivable turnover calculated? (b) How 
would you interpret a rising accounts receivable turnover rate? 

8. (a) How is the merchandise turnover calculated? (b) What precau¬ 
tions are necessary in arriving at the basis for the turnover calculation? 
(c) How would you interpret a rising merchandise turnover? 
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9.J(a) What is meant by ‘‘trading on the equity''? (b) Give figures 
Nx) illustrate a gain accruing to owners through this practice. 

10. “The ratio of owners' capital to total liabilities offers information 
concerning the long-term solvency of the business unit." Explain. 

11. Give rules for calculating share book values when a company has 
both common and preferred shares outstanding. 

12. State the significance of each of the following measurements: (a) ratio 
of plant and equipment to long-term debt, (b) ratio of owners' capital to 
plant and equipment, (c) ratio of sales to total assets, and (d) ratio of 
sales to plant and equipment. 

13. (a) What is meant by the “asset productivity rate"? (b) How is 
it calculated? 

14. Indicate how each of the following measurements is calculated and 
appraise its significance: 

(a) The number of times bond interest requirements were earned. 

(b) The number of times preferred dividend requirements were earned. 

(c) The rate of earnings on the common equity. 

(d) The earnings per share on common stock. 

15. (a) Distinguish between the “natural business year" and the “thir¬ 
teen-month year." (b) What advantages are found in the adoption of 
each plan? 


EXERCISES 

1. The data that follow are taken from comparative balance sheets pre¬ 
pared for the Stanford Company: 


Cash 

Marketable securities 
Trade receivables (net) 
Inventories 
Prepaid expenses 
Plant and equipment 
Intangibles 
Deferred charges 


1952 

1953 

$ 16,000 

$ 30,000 

20,000 

10,000 

45,000 

55,000 

60,000 

75,000 

1,500 

2,500 

80,000 

85,000 

25,000 

22,500 

5,000 

6,000 

$252,500 

$286,000 


Current liabilities 


$ 60,000 $100,000 


(a) From the above data calculate for both 1952 and 1953: (1) the 
working capital, (2) the current ratio, (3) the acid-test ratio, 
(4) the ratio of current assets to total assets, (5) the ratio of cash 
to current liabilities. 

(b) Evaluate each of the above changes. 
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2. Statements for the Hancock Co. show the following balances: 

1952 1953 1954 

Average receivables (net). $ 30,000 $ 40,000 $ 60,000 

Net sales. 345,000 390,000 480,000 

Give any significant measurements that may be developed in analyzing 
the foregoing, assuming a 300-day business year. What conclusions may 
be made concerning receivables, assuming that approximately one third 
of the sales are for cash and sales on account are made on a 2/30, n/60 
basis? 

3. The average inventory for the ABC Company at cost price is $40,000; 
sales for 1953 were made at 20% above cost and totaled $300,000. (a) 
What was the merchandise turnover rate? (b) What is the average age 
of the inventory on hand, assuming a 300-day year^ 

4. Operating statements for the Merriman Sales Co. show the following: 



1952 

1953 

1954 

Sales. 

. $75,000 

$96,000 

$105,000 

Cost of goods sold: 




Beginning inventory. 

. $16,000 

$15,000 

$ 29,000 

Purchases. 

. 50,000 

80,000 

86,000 


$66,000 

$95,000 

$115,000 

Ending inventory. 

. 15,000 

29,000 

41,000 


$51,000 

$66,000 

$ 74,000 

Gross profit. 

. $24,000 

$30,000 

$ 31,000 


Give whatever measurements may be developed in analyzing the 
inventory positions at the end of each year. What conclusions would 
you make concerning the inventory trend? 


5. The following data are taken from the Mason Corporation records for 
years ending December 31, 1951, 1952, and 1953: 



1^ 

1^52 

1953 

Finished goods inventory. 

$ 15,000 

$ 30,000 

$ 60,000 

Goods in process inventory . 

40,000 

40,000 

40,000 

Raw materials inventory . 

25,000 

40,000 

50,000 

Sales. 

360,000 

340,000 

400,000 

Cost of goods sold. 

210,000 

235,000 

230,000 

Cost of goods manufactured. 

200,000 

250,000 

260,000 

Cost of materials used. . . 

120,000 

130,000 

150,000 

Calculate turnover figures for 1952 and 

1953 for 

(a) raw materials, 


(b) goods in process, and (c) finished goods. 
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6. The total purchases of goods by the Bailey Wholesale Company 
during 1953 was $360,000. All purchases were on a 2/10, n/30 basis. The 
average balance in the vouchers payable account was $45,000. Was the 
company prompt, slow, or average in paying for goods? How many days’ 
average purchases were there in accounts payable, assuming a 300-day 
year? 

7. The capital for the Mathews Corporation on December 31, 1953, 


is as follows: 

6% Preferred stock, $50 par. $ 500,000 

Common stock, $10 par. 1,000,000 

Paid-in surplus. 200,000 

Earned surplus. 100,000 

$1,800,000 


What is the book value per share for both preferred and common 
stock, assuming each of the following conditions: 

(a) Preferred stock is cumulative and nonparticipating, with no dividends 
in arrears. 

(b) Preferred stock is cumulative and nonparticipating, and dividends 
are in arrears since January 1, 1952. 

(c) Preferred stock is cumulative and fully participating, with no dividend 
arrearages. 

(d) Preferred stock is cumulative and fully participating, and dividends 
are in arrears since January 1, 1952. 

8. The balance sheets for the Keller Company showed the following 
equities at the end of each year: 


1952 1953 


4% Bonds payable. 

6% Nonparticipating preferred stock, $100 
par. 

Common stock, $25 par. 

Paid-in and earned surplus. 


$ 500,000 $ 500,000 

500,000 600,000 

1,000,000 1,200,000 
300,000 400,000 


Net income after income taxes was: 1952, $60,000; 1953, $105,000. 
Using the foregoing data, calculate for each year: 

(a) The rate of earnings on total capital at the end of the year. 

(b) The number of times bond interest requirements were earned. 

(c) The number of times preferred dividend requirements were earneef, 

(d) The rate earned on the common stockholders’ equity. 

(e) The dollar earnings per share of common stQck, 
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PROBLEMS 




^'The balance sheet data for the Gardner Corporation on December 
^53, appear below: 


GARDNER CORPORATION 
B\lance Sheet 
December 31. ]9r)3 


Assets 

1 Liabilities vnd Capitvl 

Cash 

$ 

45.000 

Notes and accounts payable 

$ 70,000 

Marketable securities 


175,000 

Income taxes payable 

15,000 

Notes and accounts receivable 



Accrued wages, interest 

10,000 

(neD 


180,000 

Dividends payable (cash) 

5,000 

Inventories 


300,000 

Bonds payable 

400,000 

Prepaid expenses 


15,000 

Deferred credits 

10,000 

Bond sinking fund (securities 



Common stock, $130 par 

1,000,000'' 

of other companies) 


r)0,ooo 

Prolerred stock, $10 par (non¬ 


Plant and equipment 


930 000 

participating, noncumula- 


Intangible assets 


1300,000 

tivo) 

200,000 

Unamortized bond discount 



Earned surplus 

140,000 

and expense 


5,000 

Reserve for contingencies 

1 50,000 


$2 

,000,000 


$2,000,000 


JnstrnctioriH: From the foregoing, calcula^^ the follovving: 

(a) The amount of working capital. 

(b) The current ratio. 

(c) The acid-test ratio. 

(d) The ratio of current assets to total assets. 

(e) The ratio of total capital to liabilities. 

(f) The ratio of plant and equipment to bonds. 

(gj The book value per share of preferred stock. 

(h) Tln^ book value per share of common stock. 


27<2. Comparative data for the Winter Heating Co for the three-year 
pi^riod 1951 1933 are presented below and on thc‘ following page 

Income Statement Data 




1951 

1952 

1953 

Net sales . 

$ 

800,000 $1,000,000 $1,200,000 

Cost of goods sold 


500,000 

660,000 

760,000 

Gross profit 

$ 

300,000 $ 

340,000 $ 

440,000 

Selling, general, and other expenses 


280,000 

300,000 

350,000 

Net income from operations 

$ 

20,000 $ 

40,000 $ 

90,000 

Federal income taxes 


5,000 

15,000 

35,000 

Net income after federal income taxes 

$ 

15,000 $ 

25,000 $ 

55,000 

Dividends paid . 


15,000 

30,000 

40,000 

Net increase or decrease* in earned surplus 


- $ 

5,000*$ 

15,000 
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Balance Sheet Data 




1951 

1952 

1953 

Assets 





Cash. 

$ 

50,000 $ 

35,000 $ 

65,000 

Trade notes and accounts receivables (net) 


245,000 

320,000 

400,000 

Merchandise inventory (at cost) . . 


320,000 

380,000 

420,000 

Miscellaneous current items 


20,000 

10,000 

30,000 

Plant and equipment (net) 


650,000 

600,000 

680,000 

Intangibles 


100,000 

100,000 

100,000 

Miscellaneous long-term deferrals 


5,000 

5,000 

15,000 


$1,390,000 $1,450,000 $1,700,000 

Liabilities and Capital 





Trade notes and accounts payable 

$ 

130,000 $ 

165,000 $ 

205,000 

Wages, interest, dividends payable 


15,000 

25,000 

45,000 

Federal income taxes payable 


5,000 

15,000 

35,000 

Miscellaneous current items 


10,000 

15,000 

10,000 

5% bonds payable 


300,000 

300,000 

300,000 

Deferred credits 


5,000 

10,000 

10,000 

6% preferred stock, nonparticipating, $100 





par 


200,000 

200,000 

200,000 

No-par common stock, $10 stated value 


400,000 

400,000 

500,000 

Paid-in surplus 


200,000 

200,000 

260,000 

Earned surplus — free. 


65,000 

60,000 

55,000 

Earned surplus — appropriated 


60,000 

60,000 

80,000 


$1,390,000 $1,450,000 $1,700,000 


Instructions: From the foregoing data, calculate the following compara¬ 
tive structural measurements for 1952 and 1953 as follows: 

(a) The amount of working capital. 

(b) The current ratio. 

(c) The acid-test ratio. 

(d) The trade receivables turnover rate. 

(e) The average days' sales in receivables at the end of the period (assume 
a 300-day business year). 

(f) The trade payables turnover rate. 

(g) The average days' purchases in payables at the end of the period. 

(h) The merchandise turnover rate. 

(i) The number of days' sales in the inventory at the end of the period. 

(j) The ratio of total capital to total liabilities. 

(k) The ratio of plant and equipment to bonds payable. 

(l) The ratio of capital to plant and equipment. 

(m) The book value per share of preferred stock. 

(n) The book value per share of common stock. 
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27-3, Using the comparative data for the Winter Heating Co. 
(Problem 27«2), calculate the comparative operating measurements for 
1952 and 1953 as follows: 

(a) The ratio of sales to total assets. 

(b) The ratio of sales to plant and equipment. 

(c) The rate earned on net sales. 

(d) The gross profit rate on net sales. 

(e) Tiie rate earned on total asseis. 

(f) The rate earned on total capital. 

(g) The number of times bond interest requirements were earned. 

(h) The number of times preferred dividend requirements were earned, 
(i } The rate earned on the common stockholders' equity. 

(j) The earnings per share on common stock. 

27-4. Using the comparative data for the Winter Heating Co. as 
given in Problem 27-2, prepare a summary of the disiribution of earnings 
for the three-year period similar to that illustrated on page 842. Measure¬ 
ments are to be based on equity totals as of the end of each year. 

27-5. Using the data for the Stanfield Manufacturing Co. as given in 
Problem 26-3 on pages 819 821, calculate comparative structural measure¬ 
ments for 1952 and 1953 as follows: 

(a) The amount of working capital. 

(b) The current ratio. 

(c) The acid-test ratio. 

(d) The current asset turnover rate. 

(e) The finished go )ds inventory turnover rate. 

(f) The raw materials inventory turnover rate. 

(g) The number of days' sales in the average finished goods inventory 
(assume a 300-day business year). 

(h) The number of days' raw materials requirements in the average raw 
materials inventory. 

(i) The ratio of total capital to total liabilities. 

(j) The ratio of plant and equipment to the long-term debt. 

(k) The book value per share of the preferred stock. 

(l) The book value per share of the common stock. 

27-6. Using the data for the Stanfield Manufacturing Co. as given in 
Problem 26-3 on pages 819-821, calculate comparative operating measure¬ 
ments for 1952 and 1953 as follows: 

(a) The ratio of sales to total assets. 

(b) The ratio of sales to plant and equipment. 

(c) The rate earned on net sales. 

(d) The gross profit rate on net sales. 

(e) The rate earned on total assets. 

(f) The rate earned on total capital. 

(g) The number of times long-term debt interest requirements were 
earned. 

(h) The number of times preferred dividend requirements were earned. 

(i) The rate earned on the common stockholders' equity. 

(j) The earnings per share on common stock. 



850 


INTERMEDIATE ACCOUNTING 


[Ch. 27 


27-7. Using the comparative data for the Stanfield Manufacturing Co. 
as given in Problem 26-3, pages 819-821, prepare a summary of the distri¬ 
bution of earnings for 1952 and 1953 similar to that illustrated on page 
842. Measurements are to be based on equity totals as of the end of each 
year. 


27-8. Inventory and receivable balances and also gross profit data for the 
Allen Company appear below: 


Balance Sheet Data: 

Merchandise inventory, December 31. . . 
Trade receivables, December 31. 

1951 
$ 40,000 
30,000 

1952 
$ 50,000 
35,000 

1953 

$80,000 

50,000 

Profit and Loss Data: 

Net sales. 

Cost of sales. 

$210,000 

150,000 

$270,000 

200,000 

$300,000 

230,000 

Gross profit on sales. 

. $ 60,000 

$ 70,000 

$ 70,000 


Jmtructions: Assuming a 300-day business year, calculate the following 
measurements for 1952 and 1953: 

(a) The trade receivable turnover rate. 

(b) The average days' sales in receivables at the end of the period. 

(c) The merchandise turnover rate. 

(d) The number of days' sales in the inventory at the end of the period. 

27-9. Capital accounts for Hamilton, Inc. at the end of 1952 and 1953 
follow: 

» 1952 1953 

6% Pref. stock, par and liquidating value $50.. $100,000 $100,000 

Common stock, $10 par. 250,000 350,000 

Paid-in surplus. 400,000 500,000 

Earned surplus. 20,000 60,000 

What is the book value of both common and preferred stock at the 
end of 1952 and at the end of 1953, assuming each of the conditions below: 

(a) Preferred is cumulative and nonparticipating; dividend requirements 
have been met on preferred annually. 

(b) Preferred is cumulative and nonparticipating; the last dividend on 
preferred stock was paid for the year 1950. 

(c) Preferred is cumulative and fully participating; dividend requirements 
have been met on preferred annually. 

(d) Preferred is cumulative and fully participating; the last dividend on 
preferred stock was paid for the year 1950. 










Chapter 128 

Statement of Application of Funds 


nature AND PURPOSE The periodic* statements and analytical sum- 
APPLICATION manes illustrated in the previous chapters 

OF FUNDS may be supplemented by a special report 

that summarizes the flow of woi-ldng capital through the business 
during the fiscal period. This leport is known as the statempni of ap¬ 
plication of funds, also variously called the funds statement, the source 
and application of funds statement, the statement of financial benefits 
earned and employed, the statement of financial changes, and the where- 
got, where-gone statement. 

Changes in working capital po.sition of a business unit are significant 
considerations in the analysis of operating results and financial con¬ 
dition. The company’s transactions making working capital available, 
the disposition of available working capital, and the composition of 
the working capital at the end of the period, are all important factors 
in appraising past activities and in judging a company’s ability to 
pro.sper in the future. 

While comparative balance sheets offer important data concerning 
net changes in working capital items, together with other asset, lia¬ 
bility, and caphal items, the comparative data fail to show what re¬ 
sources were made available to the business during the period and 
how such resources were employed. For example, assume that an in¬ 
creased working capital has resulted from profitable operations. This 
will not be apparent from an inspection of comparative earned surplus 
figures where the ending balance results from such various factors as 
profits, dividends, corrections in profits and losses of prior periods, and 
surplus appropriations. Or assume that working capital has been 
applied to the purchase of plant and equipment. This cannot be de¬ 
termined from an inspection of comparative plant and equipment 
balances where the ending balance results from such various trans¬ 
actions as plant and equipment purchases, sales, trade-ins, write-offs 
against depreciation allowances, and revaluations. 

The statement of application of funds adopts a broader scope than 
the statement of cash receipts and disbursements. The latter statement 
shows the movement of cash, summarizing the sources of gash receipts 
and the nature of cash disbursements. Organizations whose activities 
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center about cash, such as charitable organizations, professional socie¬ 
ties, fraternal organizations, and governmental units, require state¬ 
ments summarizing the movement of cash. The statement of cash 
receipts and disbursements occupies a significant position in reporting 
past activities; cash forecasts and budgets are important instruments 
in the control and utilization of cash in the future. As mentioned 
earlier in the text, the business unit is also concerned with the move¬ 
ment of cash and cash planning. But the business unit is also vitally 
concerned with a broader and more comprehensive matter — the move¬ 
ment of current resources as a whole — cash and marketable securities, 
receivables, and inventories, less those items making a claim against 
current assets. While similar in nature and function to the statement 
of cash receipts and disbursements, the statement of application 
summarizes the flow of current resources; working capital and not 
cash occupies the focal position. This statement offers an understand¬ 
ing of the factors affecting working capital in the past; it may be used 
as an instrument for working capital control and direction in the future. 

The statement of application of funds summarizes both the sources 
of working capital and the uses made of working capital during the 
period. This information is presented as support for the change that 
took place in working capital from its balance at the beginning of the 
period to the amount reported at the end of the period. The flow of 
working capital and the effects of this flow on the working capital 
balance are illustrated in the summary below: 


Working Capital, January 1 

Funds provided {Sources of working capi¬ 
tal during the year): 

From sale of noncurrent 
assets $ 20,000 

From borrowing on non- 
current obligations 100,000 

From sale of additional 
capital stock 150,000 

From profitable operations 30,000 1 

$300,000! 


$500,000 


+ 300,000 
- 200,000 


Funds applied {Applications of war 
mg capital during the year): 

$120,000 To purchase of noncurrei 
assets 

50,000 To payment of noncurni 
obligations 

10,000 To purchase and retireme 
of own capital stock 

20,000 To payment of dividend^ 


$200,000 


Working Capital, December 31 


$600,000 


The summary shows $300,000 in working capital made available 
and $200,000 of available working capital consumed during the year, 
resulting in an increase in the business unit's working capital position 
from $500,000 to $600,000. 
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The funds statement is normally prepared in two parts. In the 
first part the net change in working capital for the period is summarized. 
Here individual sources of working capital are listed under the heading 
“Funds Provided’’ and individual dispositions of working capital are 
listed under the heading “Funds Applied.” The difference between 
funds provided and funds applied is reported as the net increase or 
decrease in working capital for the period. The second part of the 
statement, which may be prepared as a second section on the state¬ 
ment or in the form of a separate supporting schedule, offers a listing 
of the individual working capital items both at the beginning and the 
end of the period, together with the net change in each item. Thus 
the net increase or decrease that has taken place in the business unit's 
working capital as summarized in the first part of the statement is 
supported here in terms of the separate working capital items and their 
individual changes. 

The statement of application of funds offers the answers to ques¬ 
tions asked by management and owners, such as: “What is responsible 
for the change in our working capital posi Jon?” “How have our profits 
been employed?” “Ho\\ have we usevl funds raised through long¬ 
term borrowing and the sale of stock?” “What did we get from the 
sale of securities?” “How much did we invest in plant and equipment?” 
These are important questions that receive their full answer only 
through the preparation of this statement. 


PREPARATION OF THE The statement of application of funds is 
^ prepared from comparative balance sheet 

data supplemented by an explanation of the 
account changes for all noncurrent and capital items. This informa¬ 
tion is analyzed in developing the explanations for the sources and 
applications of working capital. To illustrate the process of analysis 
and the development of the statement, assume the following balance 
sheet information at the beginning and the end of the fiscal year for 
the Austin Manufacturing Company. 


Asskts 

Cash 

Accounts Receivable 

Inventories 

Land 

Buildings and 
Equipment 


Dec. M Dec. 31 
19,02 19.53 

$ 90,000 $ 60,000 
110,000 120,000 
180,000 220,000 
50,000 50,000 

120,000 

$430,000 $570,000 


Liabilities and 
Capital 

Notes Payable 
Accounts Payable 
Bonds Payable 
Capital Stock 
Earned Surplus 


Dec. 31 Dec. 31 
1952 1953 

$ 20,000 $ 30,000 
140,000 120,000 

50,000 

200,000 350,000 

20,000 70,000 


$430,000 $570,000 
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In the example given, no difficulty was found in the analysis of 
changes of balance sheet items and in the preparation of the statement 
directly from comparative balance sheets; in most instances, however, 
the use of working papers will facilitate the preparation of the state¬ 
ment. If working papers were to be prepared in the foregoing example, 
these would appear as shown on page 856. 

In preparing working papers, balance sheet items are listed in the 
first pair of columns just as they appear on the comparative balance 
sheet. The net change in each account for the year appears in the 
second pair of columns. Increases in assets, decreases in liabilities, 
and decreases in capital balances arc shown in the debit column, since 
the debits must have exceeded the credits to the accounts during the 
year; decreases in assets, increases in liabilities, and increases in capital 
balances are reported in the credit column, since in these instances 
the credits must have exceeded the debits. Change balances are now 
carried across to the last two pairs of columns. Debit excesses in non- 
current as.set, noncurrent liability, or capital accounts are reported 
in the funds applied column; credit excesses in noncurrent asset, non- 
current liability, or capital accounts are reported in the funds provided 
column. Debit exce.sses in current asset and current liability items are 
reported in the working capital increase column; credit excesses in 
these are shown as working capital decreases. If funds provided by 
changes in noncurrent and capital items exceed the funds applied to 
such items, then working capital has gone up; if funds applied to non- 
current and capital items exceed funds provided through these sources, 
then working capital has gone down by the difference. The last two 
pairs of columns are brought into balance with a summary of the net 
effect of activities upon working capital. 

ANALYSIS OF As previously explained, the preparation of 

B» A B A TirlkpM ^he funds statement requires comparative 
IN ■ REP^\R^\TI^^N ^ « i j * i* j • i i i i 

FUNDS STATEMENT balancG sheGt inforination supploiiiGnted by 

data explaining changes in noncurrent and 
capital balances. The net change in an account balance cannot be 
relied upon to offer a full explanation of the effect of that item on work¬ 
ing capital. To illustrate, assume that comparative balance sheets 
report a $50,000 increase in bonds payable. Without further investiga¬ 
tion, this might be interpreted as a source of funds of $50,000; but 
reference to the bond account may disclose that bonds of $150,000 
were issued while bonds of $100,000 were retired during the period. 
A further analysis of the transactions affecting the bond account may 
reveal that the bonds were issued at a discount of $7,500, only $142,500 
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being received on the issue, while a call premium of $2,000 was paid on 
bonds retired, resulting in an expenditure of $102,000; in this instance, 
the statement should report funds provided by the issuance of bonds, 
$142,500, and funds applied to bond retirement, $102,000. 

SOURCES OF FUNDS Decreases in noncurrent assets and increases 

in noncurrent liabilities and in capital items 
require analysis in determining and calculating funds provided; in¬ 
creases in noncurrent assets and decreases in noncurrent liabilities and 
in capital items require analysis in calculating funds applied. The 
following examples indicate sources of working capital and suggest the 
nature of the analysis that is necessary in delermining the actual 
amount of funds provided. 

(1) Decreases in noncurrent asset accounts. Balances in land, equip¬ 
ment, investment, and other noncurrent asset accounts may show 
decreases in amount as a result of sales of such items, thus representing 
sources of funds. An analysis of the transactions giving rise to account 
change is necessary, however, in calculating the amounts provided; 
disposal of investments at a profit, for example, provides funds greater 
in amount than indicated by the decrease m the asset account. 

(2) Increases in mmcurrent liabilities. Balances in long-term note, 
bond, and other noncurrent liability accounts may show increases as 
a result of amounts borrowed, thus representing fund sources. An 
analysis of the transactions giving rise to the account change is neces¬ 
sary; issuance of bonds at a discount, for example, provides funds 
less in amount than is indicated by the increase in the bond account. 

(3) Increases in capital. The balance in the capital stock account 
may increase as a result of the issuance of stock, thus representing a 
source of funds. In determining the amount provided, however, the 
amount received for the stock must be determined because this may 
differ from the addition to the capital stock account. When the change 
in earned surplus has not resulted solely from the profit from operations 
for a period, an analysis of the earned surplus account is necessary. The 
increase in surplus from profits represents a source of funds. A de¬ 
crease in surplus resulting from dividend distributions should be 
separately recognized as an application of funds. 

APPLICATIONS The following examples indicate applica- 

OF FUNDS working capital and suggest the 

nature of the analysis necessary in determining the actual amount of 
funds applied. 
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(]) Increases in noncurrent assets. Balances in land, buildings, 
patents, and other noncurrent asset accounts may show increases in 
amount as a result of the acquisitions of such items, thus representing 
fund applications. An analysis of transactions giving rise to the ac¬ 
count change is necessary; the amount paid for patents, for example, 
may be greater than the increase in the patents account because of 
credits made to the account during the course of the period for patents 
cost amortization. 

(2) Decreases in noncurrent liabilities. The balances in mortgage, 
bond, and other noncurrent liability accounts may show decreases 
resulting from retirement of obligations, thus representing fund applica¬ 
tions. An analysis of transactions giving rise to the account change 
is necessary; the amount paid bondholders, for example, may exceed 
the decrease in the bonds account as a result of a call premium paid 
upon bond retirement. 

(3) Decreases in capital. Capital stock outstanding may go down 
as a result of the acquisition of capital stock previously issued, thus 
representing fund applications. The amount paid for the stock re¬ 
acquired must be determined, for this amount may differ from the 
reduction that is applied to the capital stock balance. When the change 
in earned surplus has not resulted solely from a loss from operations 
reported for a period, an analysis of the surplus account is necessary. 
The decrease in surplus resulting from an operating loss represents an 
application of funds. An additional ’decrease resulting from dividends 
should be separately recognized as an application of funds. 


ADJUSTMENTS IN DE- In the illustration of working papers on page 

AHi^AP^iCATi^H adjustments were required in the ac- 

AMOUNTS count changes in reporting funds sources and 

applications, and changes were carried to the 
appropriate funds columns just as reported. The preceding discussion 
has indicated that the net change balances require adjustment when 
they do not report the actual amounts of funds provided or applied. 

When adjustments are required, and this is usually the case, the 
statement should be prepared from working papers. Working papers 
should provide a pair of columns in which adjusting data may be 
recorded. Changes in account balances as revised by data in the adjust¬ 
ment columns are carried to the appropriate funds columns. 

The adjustments that are made on the working papers fall under 
three headings: 

(1) Adjustments to cancel account changes that had no effect upon 
working capital. Certain account changes may arise from entries that 
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are not related to fund movements. For example, properties may have 
been appraised and the appraisal changes may have been recorded in 
the accounts. Intangible assets may have been witten off against 
s^plus. An asset may have been improperly charged to e.xpense in a 
previous period and, upon discovery of the error, the asset may have 
been charged and surplus credited. A stock dividend may have been 
issued, surplus being transfened to the capital stock account. The 
foregoing items, while resulting in changes in account balances, actually 
did not involve any changes in working capital. The change.^ in account 
balances are canceled on the working papers by adjustments that 
reverse the entries originally made, leaving only change balances that 
do explain the movement of funds. 

(2) Adjvstments to report the indimdual sm'rce'i and applicatiovs of 
working capital when several transactions art •nmtnarized in a single 
account. The change in Ihe balance of an account may be the result of 
several separate fund sources or applications or a combination of 
transactions representing both fund sources and applications. For 
example, the plant and equipment balance may reflect both the pur¬ 
chase of land and buildings and the tiaJe of ('quipmont. An investment 
account balance may I’eflect the effects of both investment acquisitions 
and disposals. Adjustments are made on the working papers so that 
the individual changes may be separately reported. 

(3) Adjustments to report a single source or application of working 
capital when this information is reported in two or more accounts. The 
amount of funds provided or funds applied as a result of a certain trans¬ 
action may be reflected in two or more accounts. For example, certain 
investments may have been sold for more than cost; the decrease in 
the investment balance and the related increase in surplus must be 
combined in arriving at funds provided from inve.stment sale. Bonds 
may have been issued at a discount; the discount balance here must 
be applied against the bond account increase in arriving at the funds 
provided from the issue of bonds. Stock may have been retired at a 
premium; the decrease in the capital stock balance and the related 
decrease in surplus must be combined in arriving at the funds applied 
to stock retirement. Adjustments are made on the working papers so 
that related change balances may be summarized and expressed satis¬ 
factorily. 

The earned surplus account offers an example of an account that 
may be affected by all three types of adjustments named. To illustrate, 
assume that an earned surplus balance show's an increase for a year of 
$10,000. Inspection of the account discloses the following: 
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Earned Surplus 


Mar. 

1 Goodwill written off .. 

. 20,000 

Dec. 1 

Balance. 

. . 200,000 

July 

10 Cash dividends . 

. 30,000 

Dec. 31 

Net profit for year .. 

60,000 


Goodwill was written off against Earned Surplus, both asset and 
surplus balances reporting reductions of $20,000. Since the write-off 
had no effect upon funds, reductions in the account balances should 
be restored; the account changes from this action are thus canceled 
and will receive no further consideration in the development of the 
funds statement. Cash dividends of $30,000 will have to be reported 
separately as an application of funds. This leaves $60,000 as shown in 
the surplus account to be reported as a source of funds resulting from 
profitable operations. 

The net income figure offers only a part of the story of funds made 
available if charges or credits recognized in the calculation of profit 
arose from book entries that had no effect upon funds. For example, 
assume that depreciation of $15,000 was recorded in calculating profit 
for the year. The entry for depreciation, while increasing the allowance 
for depreciation account and representing a charge in the calculation 
of the net profit, had no effect upon funds in the current period; its 
effects upon the accounts should therefore be canceled. The funds 
resulting from profitable operations, then, consist of .$60,000, as re¬ 
ported, plus $15,000, the charge against profit that required no current 
fund outlay. The purpose of this adjustment may be illustrated by the 
simple case that follows. Assume that comparative balance sheets for 
an attorney show the following: 

January 1 December 31 

Working capital. $2,000 $ 8,000 

Furniture and fixtures. $2,500 $2,500 

Less: Allowance for depreciation. . 1,000 1,500 1,500 1,000 

Capital. $3,500 $ 9,000 

His income statement for the year reports the following: 

Income from fees (received in cash or currently re¬ 
ceivable) . $10,000 

Less: Expenses (paid in cash or currently payable),.. $4,000 

Depreciation. 500 4,500 

Net profit for year. $ 5,500 


Observe that, while the net profit for the period was $5,500, working 
capital produced by operations was actually $6,000 ($10,000 less 
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$4,000). A statement of application of funds, in this instance, would 
report funds of $6,000 provided by operations and applied to the in¬ 
crease of working capital. Services produced working capital of $10,000; 
this meant a profit of $5,500 after the recapture of costs in the form of 
working capital outlays of $4,000 and furniture and fixture deprecia¬ 
tion of $500. However, the working capital increase for the period was 
$6,000, that is, the profit for the period, $5,500, increased by a recovery 
of the cost sustained in the form of asset depreciation, $500. 

In calculating the funds provided by operations, adjustments rais¬ 
ing income are required for all items that were charged again.st income 
but that did not require the outlay of funds in the cun-ent period. 
Net income would be increased for such items as depreciation and 
depletion on plant and equipment items and the amortization of 
patents, leaseholds, bond payable discounts, and bond investment 
premiums. Adjustments reducing income are required for all items 
that increased income but that did not provide working capital in the 
current period. Net income would b. ' educed for such items as the 
amortization of bond payable premiu’n'- and the accumulation of bond 
investment discounts. 


ADJUSTMENTS ON 
WORKING PAPERS 


The nature of the adjustments required on 
the woi’king papers is illustrated in the ex¬ 
ample that follows. Comparative balance sheet data for the Kelly 
Trading Co. are reported below: 


Dec. :u, 19.)2 Dec. 31, 19.''>.3 


Cash 


$ 20,000 


$ 15,000 

Notes receivable 


5,000 


5,000 

Accounts receivable 

$25,000 


$ 45,000 


Less: Allowance for bad debts 

1,500 

23,500 

2,000 

43,000 

Inventories 


20,000 


51,500 

Land 


10,000 


25,000 

Buildings and equipment 

$60,000 


$105,000 


Less: Allowance for depreciation 

16,000 

4^1,000 

22,000 

83,000 

Investment in Smith Co stock 

(300 shares) 

15,000 

(200 shares) 

10,000 

Goodwill. 


10,000 





$147,500 


$232,500 

Notes payable . 


$ 10,000 


$ 5,000 

Accounts payable . . . 


15,000 


25,000 

Capital stock 


100,000 


150,000 

Paid-in surplus 


15,000 


25,000 

Appraisal surplus . 




15,000 

Earned surplus . 


7,500 


12,500 



$147,500 


$232,500 
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The earned surplus account appears as follows: 

Earned Surplus 


Mar. 1 Cash dividends. 5,000 Dec. 31 1963 Balance . 7,500 

July 1 Goodwill written off .. 10,000 Dec. 31 Profit for year from 

profit and loss ac¬ 
count . 20,000 


The income statement shows depreciation of $6,000 on plant and 
equipment for the year and summarizes operations as follows: 


Net income . $21,500 

Less: Loss on sale of 100 shares of Smith Co. stock. 1,500 

Increase in earned surplus for year. $20,000 


Analysis of accounts and records reveals that $60,000 was realized 
on the issue of additional stock, $10,000 of the total being reported as 
paid-in surplus. Land, cost $10,000, was appraised at $25,000 and the 
appraisal increase was recorded. One hundred shares of Smith Co. 
stock, cost $5,000, had been sold for $3,500, which accounted for the 
loss of $1,500 reported on the income statement. 

Working papers for the statement of application of funds for the 
year ended December 31, 1953, are prepared as shown on page 863. 
It should be obser\’ed that the allow'ance for bad debts is subtracted 
from accounts receivable and the accounts are shown net on the work¬ 
ing papers. Depreciation allowances are shown separately since these 
accounts require adjustment; instead of being reported as negative 
or credit balances in the debit section, however, it is more convenient 
to report these together with liability and capital items in the credit 
section. 

After reporting account changes, adjustments are entered in the 
adjustment columns. Each adjustment is explained below: 

(a) Analysis of the earned surplus account shows an increase from 
operations as l eported by the income statement of $20,000. The ad¬ 
justment to remove earnings from Earned Surplus to a section that 
summarizes funds provided by operations is: 

Earned Surplus. 20,000 

Funds Provided by Operations: Profit per Income 

Statement . 20,000 

“Funds Provided by Operations” is reported on a separate line 
below the comparative balance sheet detail. Since a number of adjust¬ 
ments to the profit figure may be required in completing the working 
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papers, adequate space should be allowed after this line for such adjust¬ 
ments. Other adjustments not related to this section but requiring 
entries in the lower section of the working papers are reported below 
the space alloted for this summary. 

(b) Analysis of the earned surplus account shows a charge for 
dividends. This information is to be reported separately as an applica¬ 
tion of funds. The charge is removed from Earned Surplus and is 
reported on a separate line below the space alloted for the adjustments 
to funds provided by operations. The entry for dividends on the work 
sheet is: 


Funds Applied to Payment of Dividends. 5,000 

Earned Surplus. 5,000 


(c) The earned surplus account shows that goodwill of $10,000 was 
written off. Since this action had no effect upon funds, changes in the 
accounts affected by the write-off are canceled by the following adjust¬ 
ment: 

Goodwill. 10,000 

Earned Surplus . 10,000 

Debits to Earned Surplus of $20,000 and credits of $15,000, or net 
debit adjustments of $5,000, cancel the increase of $5,000 reported in 
the net changes credit column; all current earned surplus changes 
have been analyzed and fund information has been reported under 
appropriate headings. 

(d) The change in the depieciation allowance account is canceled 
and Funds Provided by Operations is increased by the following ad¬ 
justment : 

Allowance for Depreciation — Plant and Equipment 6,000 

Funds Provided by Operations: Depreciation . . 6,000 

(e) Capital Stock was increased $50,000 and Paid-In Surplus was 
increased $10,000 upon the sale of additional stock. In reporting a 
single source of funds through sale of stock, the following adjustment 


is made: 

Capital Stock. 50,000 

Paid-In Surplus. 10,000 

Funds Provided by Issuance of Capital Stock.... 60,000 


Instead of transferring both balances to a new line in the lower 
section of the working papers, it would be possible to transfer the in¬ 
crease in paid-in surplus to the capital stock account. The capital 
stock account would then show a credit change of $50,000 increased 
by an adjustment credit of $10,000. The sum of the credits, $60,000, 
would be carried to the funds provided column. While such a pro- 
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cedure may be followed in each instance where two or more balances 
account for a single source or application of funds, it is generally more 
satisfactory to transfer related balances to a separate line as illustrated 
so that adequate detail and explanation concerning the nature of the 
transaction can be offered. 

(f) Th^ revaluation of land had no effect upon funds, hence changes 
in the accounts resulting from the book entry are canceled by the 
following adjustment: 

Appraisal Surplus. 15,000 

Land. 15,000 

(g) The account Investment in Smith Co. Stock shows a decrease of 
$5,000, and profits have been reduced by $1,500 as a result of the sale 
of securities with a book value of $5,000 for $3,500. Since the net 
effect of the transaction was to provide funds of $3,500, this is reported 
separately and both the change in the investment account and the 
charge against profits are canceled. This is accomplished by the follow¬ 
ing adjustment: 


Investment in Smith Co. Stock. 5,000 

Funds Provided by Operations: Loss on Smith Co. 

Stock. 1,500 

Funds Provided by Sale of Smith Co. Stock. 3,500 


The foregoing procedure results in the following: 

(1) Funds Provided by Operations, after adjustments, summarizes 
only those funds made available through regular activities involving 
the sale of services or assets in the working capital group. Effects upon 
net profit of gains or losses relating to transactions involving noncurrent 
items ai’e canceled here. 

(2) Funds relating to noncurrent items are separately analyzed and 
stated at the actual amounts provided or applied. 

If the loss on the sale of the stock in the preceding example had 
originally been charged to Earned Surplus, a credit to this account 
instead of to Funds Provided by Operations would be required in ad¬ 
justing the accounts, since Earned Surplus and not the net income figure 
would have been reduced by the loss. 

Balances shown in the net changes columns as adjusted together 
with the supplementary data established by adjustments are extended 
to the funds and working capital columns and the working capital 
change is calculated. Working papers may now be used as a basis for 
the preparation of the statement of application of funds. A statement 
prepared from the working papers illustrated on page 863 follows: 
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KELLY TRADING CO. 
Statement op Application op Funds 
For Year Ended December 31, 1953 


Funds were provided by: 

Operations: 

Profit per income statement. 

Add: Depreciation. 

Loss on sale of stock (proceeds from sale 

reported separately). 

Issuance of capital stock. 

Sale of Smith Co. stock. 

Funds were applied to: 

Purchase of plant and equipment . 

Payment of dividends. 

Increase in working capital. 


$20,000 

$ 6,000 

1,500 7,500 $27,500 

60,000 
3,500 
$91,000 

$45,000 
5,000 50,000 

$41,000 


The increase in working capital is accounted for as follows: 


Working Capital Items 

Dec. 31 
1952 

Dec. 31 
1953 

Working Capital 

Increase 

Decrease 

Current assets; 

Cash . 

Notes receivable. 

Accounts receivable (net). 

20,000 

5,000 

23,500 

20,000 

15,000 

5,000 

43,000 

51,500 

19.500 

31.500 

5,000 

Inventories . 


Current liabilities: 

Notes payable. . 

Accounts payable . 

10,000 

15,000 

5,000 

25,000 

5,000 

10,000 






56,000 

15,000 

Increases in working capital items 
Decreases in working capital items 




56,000 

15,000 

Increase in working capital. 




41,000 


PREPARATION OF 
WORKING PAPERS 
AND STATEMENT 
ILLUSTRATED 


The following pages illustrate the prepara¬ 
tion of working papers and a statement of 
application of funds where adjustments are 
more numerous as well as more complex than 
those offered in the previous example. 

Comparative account balances for Richard and Rodger, Inc. are 
listed on the working papers on pages 868 and 869. The information 
that follows is assembled in obtaining explanations for changes as 
reported by account balances. The necessary adjustments resulting 
from the analysis of the accounts are listed and also appear in the ad¬ 
justment columns of the working papers. 
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The earned surplus account shows the following information: 

Earned Surplus 

1963 “ 1952 

Mar. 1 Cash Dividends. 5,000 Dec. 31 Balance. 20,000 

Aug. 10 Correction for Under- Reserve for Plant Ex¬ 
statement of Depreci- tension. 65,000 

ation Charge on Office 
Equipment in 1952... 400 

Sept. 1 50% Stock Dividend... 50,000 
Dec. 31 Loss for Year from 

Profit and Loss.... 6,800 

31 Balance. 22,800 


85,000 85,000 

1953 

Dec. 31 Balance. 22,800 


The adjustments required on the working papers to cancel the 
surplus changes and to report separately the^ individual items sum¬ 
marized in earned surplus follow: 

(a) Funds Provided by Operations: Loss per Income State¬ 


ment. 6,800 

Earned Surplus. 6,800 

To transfer net loss from Earned Sr.rplus to separate 
section reporting funds provided by operations. 

(b) Funds Applied to Payment of Dividends. 5,000 

Earned Surplus. 6,000 

To transfer charge to Earned Surplus to separate line 
reporting funds applied to dividends. 

(c) Allowance for Depreciation of Office Equipment. 400 

Earned Surplus. 400 

To cancel effects of entry correcting accounts for 
understatement of depreciation of prior year since 
funds were not affected. 

(d) Capital Stock. 50,000 

Earned Surplus. 50,000 

To cancel effects of entry recording distribution of 
stock dividend since funds were not affected. 

(e) Earned Surplus. 65,000 

Reserve for Plant Extension. 65,000 

To cancel effects of entry returning appropriated 
surplus balance to Earned Surplus since funds were 
not affected. 


The income statement summarizes activities for the year as follows: 


Net loss. $12,000 

Extraordinary items: 

Gain on sale of Bruin Co. stock. $6,000 

Less: Loss on trade of delivery equipment. 800 5,200 

Decrease in earned surplus for year. $ 6,800 
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RICHARD AND 
Working Papers for Statement 
For Year Ended 


Accol 

Balances 

Dm.31 

iq:)2 

Dkc. 31 

1953 

Cash 

14 400 

8,200 

Accounts lUiuivuble (net) 

i'i.OtM) 

25,000 

Inventories 

00,000 

75,000 

Prepaid l^xpensi's 

2,000 

2,600 

Investment in Brum C’o btork 

10,0(K) 


Land 

25 000 

25,000 

Buildings 

80 000 

140,000 

Maclmiory and Equipment 

00,000 

100,000 

Office Eiiuipment 

6,000 

7,200 

Delivery Equipment 

5,000 

6,300 

Patents 

12 000 

10,500 

Discount on Bonds Pavabh 


2,700 

Treasury hto( k 


10,000 


2<10,40() 

411 500 

Allowanci for Depreciation of Buildings 

16 000 

31,500 

Allowand for Depredation of Madunerv and Pquipment 

25,000 

24,000 

Allowance for Dejiri < intion of Office Lciuipment 

2,400 

3,800 

AlloWiince for Depredation of DOivirv Lquipimnt 

2,000 

2,100 

V( (rued Salaries 

1,000 

800 

Accounts Payable 

3b 0(K) 

5(),(H)0 

Bonds Payable 


50,000 

(’apital stork 

100 000 

1 50 (MM) 

Paid-In Huiplus 

32 000 

30,000 

Appiuisul Surplus 


4b 500 

Lamed Surplus 

20,0(M) 

22,8(M) 

Heseivr toi Plant I vteiision 

65 000 



290,400 

411,500 

-- _____ _ __ 

_ :=r = 

— 


Funds ProMded bv Optrations 
Loss prr liuuiiu btiitiiiuiit 
Deduct (iHin on ^ale of Hiuin Co Stock 
Add Loss on 'J rude of D( in civ Friuipincnt 
Depredation and Patent \ruoi ti/ation 
Bond Discount Aniorti/ation 


Funds \pplied to Pa\ inent of Di\idends 
I unds Provided bv Sale of Brum Co Stock 
Funds Applied to Purchase of Deliverv Equipment 
Funds \pphed to OverhaulinR of Machinerv 
Pounds Applied to Purchase of Machinery 

Funds Provided by Issuance of Bonds 
iMinds Applied to Punhase of Treasury btock 


Decrease m Working Capital 
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RODGER, INC. 

OF Application of Funds 
December 31, 1953 


NH CHANGiH 


4i)JLHi\ii. 

M'* 

1 i 

ND8 

Working Capita! 

Dk 

( R 

1)K 


( 1 

Vl 1 1 IM 

1 K >\J1 t 

I\( Ul< AHt 

Dl CKkAHI 


6 200 








6 200 

I >) 000 








15(K)0 


600 








600 


__ 

10 000 

(f) 

10 000 




. 



60 000 




I) 

(>0 (M)0 





40 000 


k) 

>000 

(la) 

45 000 





1 2(K1 






1 200 




300 


P) 

2 400 

k) 

2 700 






1 >00 

(h) 

1 ^i(K) 







2 700 



100 

(n) 

1 000 





10 000 

1 ) 00 

1) 

- 000 

!) 

10 000 







(i) 

1 000 









(J) 

1 lOO 

1 






1 000 


h) 

12 000 

k) 

5 000 








0) 

S 000 






1 400 

) 

4(K» 









(h) 

1 000 








10( 

h) 

1 100 

p 

1 000 





-00 








200 



1 1 000 








14 000 


>0 000 

n) 

>0 000 








0 000 

1) 

0 000 







2 000 




1 ) 

- 000 






4( 00 

1) 

IS 000 

1) 

1 >00 






2 800 


( )(MK) 

a) 

6 800 

1 







(») 

5 000 









<1 

100 

t 








(d) 

50 (MX) 

J 




6 > 000 




(O 

(> > 0(K) 





1 )S (K)0 

108 000 

0 

f) 

6 800 
f 000 

fK) 

8(K) 

1 

5 000 







h) 

17 6(XJ 

1 








00 

«X) 




— — — — 9 • 



ri) 

000 

(f) 

16 0(M) 

000 

16 000 





(K) 

2 100 



2 100 






(1) 

SOOO 



8 0(K) 






(inJ 

45 000 



45 000 








(») 

47 000 


47 000 





(P) 

12 000 



12 000 







347 1 00 


347 100 

73 3(M) 

68 000 

15800 

20 200 

• • t « • 







4 4(M) 

4 4(K) 








73 300 

71 300 

20 200 

20 200 
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An analysis of extraordinary items reveals that Bruin Co. stock cost 
$10,000 and was sold for $16,000. A delivery truck, cost $2,400, book 
value $1,400, was traded in on a new truck costing $2,700, an allowance 
of $600 being received on the old truck. The following entry was made 
at the time of the trade. 


Delivery Equipment 2,700 

Allowance for Depreciation of Delivery Equipment 1,000 

Loss on Trade of Delivery Equipment . 800 

Delivery Equipment 2,400 

Cash 2,100 


Depreciation charges reported on the income statement are: 
buildings, $2,000; machinery and equipment, $12,000; office equip¬ 
ment, $1,000; delivery equipment, $1,100. Operations were charged 
with $1,500 representing patent cost amortization. 

The foregoing information results in the following adjustments: 


(f) Investment in Brum Co Stock 10,000 

Funds Provided by Operations. Deduct Gam on Sale of 

Brum Co Stock 6,000 

Funds Provided by Sale of Brum Co Stock 16,000 

To cancel changes m account balances affected by 
sale of investment, funds provided by sale of stock 
being reported separately. 

(g) Funds Applied to Purchase of Delivery Equipment 2,100 

Delivery Equipment 2,400 

Delivery Equipment 2,700 

Allowance for Depreciation of Delivery Equipment 1,000 

Funds Provided by Operations Add Loss on Trade of 
Delivery Equipment 800 


To cancel c hanges m account balances affected by 
trade-m of delivery equipment, funds applied to 
acquisition of equipment being reported separately. 


(h) Allowance for Depreciation of Buildings 2,000 

Allowance for Depreciation of Machinery and Equipment 12,000 
Allowance for Depreciation of Office Equipment 1,000 

Allowance for Depreciation of Delivery Equipment 1,100 

Patents 1,500 

Funds Provided by Operations Add Depreciation and 
Patent Cost Amortization 17,600 


To cancel changes in depreciation allowances and 
patents accounts and to increase funds provided by 
operations for charges to profit and loss that did 
not require funds 

After adjusting data as supplied by the surplus statement and 
income statement have been recorded on the working papers, further 
analysis of all noncurrent asset, noncurrent liability, and capital 
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items showing account balance changes not fully explained or canceled 
is in order. Changes in the following accounts have already been fully 
accounted for and require no further attention: 

Investment in Bruin Co. Stock 

Delivery Equipment and Allowance for Depreciation of Delivery Equip¬ 
ment 

Patents 

Earned Surplus 

Reserve for Plant Extension 

The following changes, however, require further analysis and ex¬ 
planation : 

Buildings, $60,000 dr.; Allowance for Depreciation of Buildings, $13,500 cr. 
($15,500 cr. less $2,000 dr. adjustment) 

Machinery and Equipment, $40,000 dr.; Allowance for Depreciation of 
Machinery and Equipment, $13,000 dr. ($1,000 dr. plus $12,000 dr. 
adjustment) 

Office Equipment, $1,200 dr. (Allowance for Depreciation of Office Equip¬ 
ment, $1,400 cr., has already been canceled by $1,400 dr.) 

Discount on Bonds Payable, $2,700 dr. 

Treasury Stock, $10,000 dr. 

Bonds Payable, $50,000 cr. 

Paid-In Surplus, $2,000 dr. 

Appraisal Surplus, $46,500 cr. 

The information that follows is disclosed upon reference to trans¬ 
actions accounting for the account balance changes: 

Buildings, cost $80,000, were appraised at a replacement cost of 
$140,000, the revaluation entry being: 


Buildings (appraisal increase) . 60,000 

Allowance for Depreciation of Buildings (appraisal in¬ 
crease) . 12,000 

Appraisal Surplus. 48,000 


Depreciation was recorded at cost. Depreciation of the appraisal 
increase was recorded by the following entry: 

Appraisal Surplus. .. • • ♦ 1,500 

Allowance for Depreciation of Buildings (appraisal in¬ 
crease) . 1,500 

Adjustments on the working papers that cancel change balances 
in the buildings, allowance, and appraisal surplus accounts are: 


(i) Allowance for Depreciation of Buildings. 12,000 

Appraisal Surplus. 48,000 

Buildings. 60,000 


To cancel effects of entry recording appraisal since 
funds were not affected. 
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(j) Allowance for Depreciation of Buildings . 1,500 

Appraisal Surplus . 1,500 


To cancel effects of entry recording depreciation on 
building appraisal increase since funds were not 
affected. 

Fully depreciated machinery, cost $5,000, was scrapped, the asset 
balance being charged against the allowance as follows: 

Allowance for Depreciation of Machinery and Equipment 5,000 

Machinery and Equipment 5,000 

The life of remaining machinery was extended by overhauling and 
parts replacement at a cost of $8,000, which was recorded in the 
following manner: 

Allowance for Depreciation of Machinery and Equipment 8,000 
Cash 8,000 

Machinery was acquired during the year at a cost of $45,000. 

Adjustments as a result of the foregoing are: 

(k) Machinery and Equipment 

Allowance for Depreciation of Machinery and Equip¬ 
ment 

To cancel effects of closing machinery and equip¬ 
ment against depreciation allowance since funds were 
not affected. 

(l) Funds Applied to Overhauling of Machinery 

Allowance for Depreciation of Machinery and Equip¬ 
ment 

To transfer charge against allowance to separate line 
reporting lunds applied to overhauling machinery. 

(m) Funds Applied to Purchase of Machinery 

Machinery and Equipment 

To transfer charges to machinery to separate line 
reporting funds applied to purchase of machinery. 

Adjustment (m) could be omitted, $45,000, the result of a $40,000 
debit in the net change column and a $5,000 debit in the adjustment 
column being carried to the funds applied column. However, the ad¬ 
justment is made in the interest of clarity; the change balance is 
cleared and a full explanation is offered in the lower section of the 
working papers. 

Office equipment of $1,200 was acquired. An adjustment is not 
required in this case, since there was a single change of $1,200 in the 
account. The $1,200 debit change is simply carried to the funds applied 
column in completion of the working papers. The account Allowance 
for Depreciation of Office Equipment was cleared by previous adjust¬ 
ments. 


5,000 

5,000 

8,000 

8,000 

45,000 

45,000 
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Ten-year bonds of $50,000 were issued at 94 at the beginning of the 
year. Bond discount of $300 was charged to operations for the year. 
The following adjustments are made: 


(n) Bonds Payable. 50,000 

Discount on Bonds Payable . 3,000 

Funds Provided by Issuance of Bonds . 47,000 

To 'Cancel changes in account balances affected by 
bond issue, funds provided by issuance being re¬ 
ported separately. 

(o) Discount on Bonds Payable. 300 

Funds Provided by Operations: Add Bond Discount 

Amortization. 300 

To cancel change in bond discount account and 
increase funds provide<l by operations for charge 
to profit and loss that did not require funds. 


Treasury stock, par $10,000 was acquired for $12,000, the paid-in 
suiplus account being charged for the premium on the purchase. The 
following adjustment is made: 


(p) Funds Applied to Purchase of Treasury Stock. 12,000 

Treasury Stock. 10.000 

Paid-In Surplus. . 2,000 


To cancel change.s in account balances affected by 
acquisition of trea.sury stock, funds applied to pur¬ 
chase of stock being reported separately. 

Working papers can now be completed by transferring fund sources 
and applications to the Funds columns and calculating the change in 
working capital; this change should be the same as that found in the 
Working Capital columns. 

The statement of application of funds prepared from the working 
papers illustrated on pages 8(58 and 869 is given on the following page. 

SPECIAL PROBLEMS The analyses that are required in the develop¬ 
ment of the funds statement may be simple 
or complex as already illustrated. However, in each instance where a 
noncurrent or a capital account balance has changed, the question is 
asked: “Does this imply a change in working capital, and if so, to what 
extent?” Frequently the answer to this question is obvious; but in 
some cases careful analysis is required. The following items require 
special mention: 

(1) Assume that a company declares a dividend that is to be paid 
in the following period. Here, Earned Surplus is debited and Dividends 
Payable is credited. Declaration of the dividend has raised current 
liabilities and thus reduced working capital. Subsequent payment of 
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RICHARD AND RODGER, INC. 
Statement of Application of Funds 
For Year Ended December 31,1953 


Funds were provided by: 

Operations: 

Depreciation and patent cost amortization . $17,600 

Bond discount amortization . 300 

Loss on trade of delivery equipment (net 
funds applied to purchase of asset reported 
separately below). 800 $18,700 

Deduct: Loss per income statement. $ 6,800 

Gain on sale of investment in stock 
(total sales proceeds reported 

separately below). 6,000 12,800 $ 5,900 


Sale of Bruin Co. stock... 16,000 

Issuance of bonds. 47,000 


$68,900 

Funds were applied to: 

Purchase of plant and equipment items; 

Office equipment . $ 1,200 

Delivery equipment . 2,100 

Machinery . 45,000 $48,300 


Overhauling of machinery. 
Purchase of treasury stock 
Payment of dividends ... 


8,000 

12,000 

5,000 73,300 


Decrease in working capital 


$ 4,400 


The decrease in working capital is accounted for as follows; 


Working Capital Items 

Dec. 31 
1952 

I 

Dec. 31 
1953 

WORKINC 

Increase 

1 Capital 

Decrease 

Current assets: 





Cash . 

14,400 

o 

o 


6,200 

Accounts receivable (net) . . . 

25,000 

25,000 



Inventories. 

60,000 

75,000 

15,000 


Prepaid expenses. 

2,000 

2,600 

600 


Current liabilities: 





Accrued salaries. 

1,000 

800 

200 


Accounts payable. 

36,000 

50,000 


14,000 




15,800 

20,200 

Decreases in working capital items 
Increases in working capital items 




20^ ~ 
15,800 

Decrease in working capital. 




4,400 
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the dividend will have no further effect upon the amount of working 
capital, simply serving to shrink Cash and Dividends Payable by equal 
amounts. Declaration of a dividend thus should be reported as “funds 
applied” on the funds statement; confirmation of the reduction in 
working capital is offered in the working capital schedule supporting 
the statement. The reduction in Earned Surplus offem the basis for 
this analysis. Payment of the dividend in the next period will carry no 
funds significance. 

(2) Assume that a long-term obligation becomes payable within a 
year, and hence requires change to the current classification. Such a 
change calls for recognition as “funds applied.” It is not payment of 
this item but the change in classification that has operated to impair 
working capital; payment will have no effect on working capital, 
since Cash and the payable will shrink by equal amounts. The reduc¬ 
tion in the noncurrent liability item provides the basis for the applica¬ 
tion of funds analysis. The nature of the application would be described 
as “Funds applied to long-term obligatioiis tnaturing currently”; the 
schedule of working capital will confirm su.-h working capital reduction. 

(3) Assume the acquisition of a parcel of real estate. Payment in 
cash is made, part of this cash being acquired through the issue of long¬ 
term notes. Here, the increase in long-term notes would be recognized 
as a source of funds; the increase in real estate would be represented as 
an application of funds; the two tran.sactions would result in an excess 
of funds applied, which is confirmed by a decreased working capital 
position. However, assume the acquisition of such real estate with the 
issue to the seller of a first-mortgaire note for a part of the purchase 
price and payment of cash for the balance. Under such circumstances, 
instead of treating the increase in the long-term obligation as a source 
of funds and the increase in the property item as an application of funds, 
it would be better to show the net reduction in working capital arising 
from the acquisition of the property subject to mortgaged indebtedness 
as follows: 

Funds applied: 

To purchase of real estate: 

Purchase price . $100,000 

Less obligation assumed in connection with 
purchase. 40,000 $60,000 

(4) In the previous illustrations, short-term deferred items were 
classified on the balance sheet as current items and therefore were 
treated as working capital items in the analysis of the change in working 
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capital. It was indicated in previous chapters that short-term deferred 
expense and income items are frequently classified with long-term 
deferred items. Such a treatment would call for the special analysis of 
short-term deferred items, just as in the case of other items classified 
as noncurrent, since their exclusion from the current group makes them 
part of the explanation for the change that took place in the current 
classification. Whatever the classification employed for short-term 
deferrals, changes in long-term deferrals will require analysis, and the 
effects of their changes upon working capital must be reported on the 
funds statement. 

It should be noted that, in previous illustrations, adjustments were 
required only to noncurrent asset and liability balances and to capital 
balances. Since adjustments never affect working capital items, it 
would be possible to substitute working capital totals for the individual 
current assets and current liabilities for each year in the development 
of working papers. This will reduce the amount of detail listed on the 
working papers. However, such detail would still be required in the 
preparation of the formal funds statement. Further removal of detail on 
the working papers is possible by eliminating the first two columns 
listing comparative balance sheet amounts and simply beginning with 
a listing of account change balances. Working papers incorporating 
the modifications indicated above would appear as follows; 



Net Changes 

Adjustments 

Funds 

Working Capitm 

ixL t/U U IN 10 

Dr. 

Cr. 

Dr. 

# 

Cr. 

Applied 

Provided 

Increase 

Decreari 

Working Capital 
(followed by noncur¬ 
rent items, capital, 
etc.) 

30,000 






30,000 
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QUESTIONS 

1. What is an application of funds statement? What information does it 
offer that is not provided by the income statement? by the comparative 
balance sheet? by the statement of cash receipts and disbursements? 

2. Define “fund'' as used in relation to the application of funds state¬ 
ment? 

3. From what sources is the necessary information obtained in preparing 
a statement of application of funds? 

4. Name a source of funds originating from a transaction involving 
(a) noncurrent assets, (b) noncurrent liabilities, (c) capital stock, (d) 
earned surplus. Name an application of funds identified with each group. 

5. What three classes of adjustments are usually neccvssary in the prepa¬ 
ration of working papers for an application of funds statement? 

6. Give five adjustments to cancel book entries tha+ have no effect upon 
funds. 

7. Give five adjustments that summarize changes in two or more ac¬ 
counts in stating a source or application of funds. 

8. Give five examples where a siTigle account change may provide a 
basis for recognizing both a source and an r*pj)lication of funds. 

9. Explain why depreciation is added back to the net income balance in 
arriving at funds provided by operations. 

10. The management of the Mason Co. is surprised to find that the funds 
^tatement reports “Pounds provided from operations, $50,000," after the 
income statement had shown a net loss of $15,000. How do you explain 
this difference? 

11. (a) In the preparation of the funds statement, what adjustment is 
made for an increase in a bond discount balance arising from the current 
issuance of bonds? (b) What adjustment is made for a decrease in a bond 
discount balance arising from bond discount amortization? 

12. (a) Give five adjustments that add to the net profit figure in calcu¬ 
lating funds providecl by operations, (b) Give five adjustments that sub¬ 
tract from the net profit figure in calculating funds provided by operations. 

i\^ The Palace Corporation has no transactions for the year 1953. How¬ 
ever, on December 10 the board of directors of the company meets and 
declares a dividend of $50,000 payable on January 15, 1954. Does such 
action give rise to information that would properly be reflected on an ap¬ 
plication of funds statement? 

Notes of $50,000 due on July 1,1954, were reported by the Webb Co. 
as a long-term obligation on the balance sheet prepared on December 
31, 1952, but as a short-term obligation on the balance sheet prepared on 
December 31,1953. What effect, if any, will such a change in classification 
have on the funds statement prepared for the year 1953? 

15. Companies A and B each show an increase in working capital for 1953 
of $30,000. Funds statements for the year for the two companies are as 
follows: 



878 INTERMEDIATE ACCOUNTING 


[Ch. 2! 


Company A 

Company B 

Funds provided: 





By operations (as adjusted). 

$ 15,000 


$15,000 


By issue of long-term notes . 

60,000 




By sale of capital stock .... 


$ 75,000 

60,000 

$75,000 

Funds applied: 





To acquisition of additional plant 

$ 20,000 


$40,000 


To payment of dividends . 

25,000 

45,000 

5,000 

45,000 

Increase in working capital. 


$ 30,000 


$30,000 

The increase in working capital is 





accounted for as follows: 






Increase 

Decrease 

lNrRE\SE 

Decrease 

Current assets: 





Cash . 


$ 10,000 

$15,000 


Accounts receivable . 

$ 40,000 


10,000 


Inventories . 

60,000 


25,000 


Current liabilities: 





Notes payable . 


20,000 


$ 5,000 

Accounts payable. 


40,000 


15,000 


$100,000 

$ 70,000 

$r>0,000 

$20,000 

Net increase. 


30,000 


30,000 


$100,000 

$100,000 

$50,000 

$50,000 


Evaluate and compare the financial policies followed by Companies A 
and B for 1953 as revealed by the funds statements above. 


EXERCISES 

1. The balance sheets of the ABC Company at the end of 1952 and 1953 
are: 


1952 1953 


Cash. $ 20,000 $ 15,000 

Accounts receivable (net). 34,000 32,000 

Merchandise inventory . 50,000 64,000 

Investment in branch . — 14,000 

Plant and equipment. 75,000 85,000 

Delivery equipment. 16,000 21,000 

Real estate. 51,000 53,000 

Patents. 20,000 19,000 


$266,000 $303,000 


Allowance for depreciation of plant and equipment $ 7,500 $ 16,000 

Allowance for depreciation of delivery equipment. 3,200 7,600 

Accounts payable. 7,300 4,400 

Notes payable. 28,000 — 

Mortgage payable . — 30,000 

Capital stock. 200,000 220,000 

Surplus. 20,000 25,000 


$266,000 $303,000 
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Assuming that no fixed assets were traded or sold during the year 
and that the only change in surplus arose from net earnings, prepare a 
statement of application of funds without the use of working papers. 

2. State how each of the following transactions will be reflected on the 
application of funds statement of the Forbes Corporation: 

(a) Marketable securities are purchased for $12,000. 

(b) Machinery, book value $6,000, is traded for new equipment costing 
$15,000; a trade-in value of $5,000 is allowed on the old equipment, the 
balance of the purchase price to be paid in twelve monthly install¬ 
ments. 

(c) Buildings are acquired for $60,000, the company paying $25,000 
cash and signing a mortgage note payable in 5 years for the balance of 
the purchase price. 

(d) Uncollectible accounts of $650 are written off against the allowance 
for bad debts. 

(e) As part of a quasi-reorganization, paid-in surplus of $210,000 is 
established by a reduction in the stated value assigned to capital stock, 
and plant and equipment items of $185,000 are then written off 
against such paid-in surplus. 

(f) bonds of $150,000 are issued at 99. part of the proceeds being 
applied to the retirement of bond? of $50,000 at 102. 

(g) Cash of $100,000 was paid on the purchase of business assets consist¬ 
ing of: merchandise, $40,000; fixtures, $15,000; land and buildings, 
$25,000; and goodwill, $20,000. 

(h) A cash dividend of $5,000 is declared, payable at the beginning of the 
following year. 

3. Give the adjustments needed for working papers for the statement 
of application of funds upon analysis of the following earned surplus ac¬ 
count: 


Earned Surplus 


1953 1953 

June 1 Stock dividend . . 200,000 Jan. 1 Balance . .... 760,000 

1 Goodwill written off 100,000 Mar. 20 Correction for under- 
Aug. 5 Discount on sale of statement of inven- 

treasurv stock, par tory at end of 1952 . 12,000 

$150,000, for $125,000 25,000 Mar. 25 Gain on sale of X Co. 

Dec. 5 Cash dividends ... 50,000 stock (co.st, $60,000) 20,000 

31 Reserve for contin- July I Gain on redemption of 

gencies. 100,000 bonds of $200,000 at 

31 Balance. 325,000 96 . 8,000 

800,000 800,000 

1954 ~ 

Jan. 1 Balance. 325,000 


4. The earned surplus account for the Meadows Co. at the end of 1953 
shows the following: 

_ Earned Surplus _ 

1953 1953 

Jan. 30 Call premium paid on re- Jan. 1 Balance. 160,000 

tirement of bonds ...12,000 Mar. 20 Gain on sale of land 

Mar. 1 Goodwill written off .... 50,000 (cost $50,000). 15,000 

Mar, 15 Correction for understate- Dec. 31 Net income from profit 

ment of depreciation in and loss. 42,500 

prior periods. 40,500 
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(a) What adjustments would be made for the changes in earned surplus 
on working papers for a statement of application of funds? 

(b) Assume that the clean surplus approach was followed and that 
extraordinary items including corrections were reported in nominal 
accounts, earned surplus showing a net decrease of $45,000 for the 
year. What adjustments would be made on the application of funds 
statement under such circumstances for each of the above items'^ 


5. From the information that follows, give the necessary adjustments to 
clear the change balances for the accounts listed in the preparation of 
working papers for an application of funds statement. 


1952 1953 


Land 

$ 40,000 

$ 25,000 

Buildings 

100,000 

100,000 

Allowance for Depreciation of Buildings 

62,500 

68,500 

Machinery 

45,000 

39,000 

Allowance for Depreciation of Machinery 

16,000 

15,500 

Delivery Equipment 

15,000 

18,000 

Allowance for Depreciation of Delivery Equipment 

6,000 

6,500 

Tools 

12,000 

14,000 

Patents 

4,500 

3,500 

Goodwill 

50,000 

— 

Discount on Bonds Payable 

6,000 

— 

Bonds Payable 

100,000 

— 

Capital Stock 

250,000 

350,000 

Treasury Stock 

— 

22,000 

Earned Surplus 

180,000 

147,700 

Reserve for Bond Sinking Fund 

100,000 

— 


Earned Surplus 


Stock dividend 100,000 

Loss on scrapping of machinery, 
cost $6,000, for which an al¬ 
lowance of $4,500 had been 
provided 1,500 

Premium on purchase of treas¬ 
ury stock, par $22,000 8,000 

Goodwill 50,000 

Discount, $4,000, call premium, 

$2,500, on bond retirement 6,500 

Cash dividends 10,000 

Balance 147,700 


323,700 


Balance 1 SO,000 

Gain on sale of land, cost 

$1 5,000, sold for $18,000 3,000 

Gam on trade of delivery equip¬ 
ment, cost $4,000, book value, 

$2,500, allowance of $3,200 
being received on new ma¬ 
chine costing $7,000 700 

Reserve for bond sinking fund 100,000 
Net profit for year 40,000 


323,700 


Balance 147,700 


The income statement reports depreciation of buildings, $6,000; de¬ 
preciation of machinery, $4,000; depreciation of delivery equipment, 
$2,000; tools amortization, $4,000; patents amortization, $1,000; and 
bond discount amortization, $2,000. 
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PROBLEMS 

28-1. The following data was obtained from the books and records of the 
Williams Co.; 


December 31 



1952 

1953 

Current assets. 

. $250,000 

$300,000 

Plant and equipment (net). 

. 140,000 

165,000 

Goodwill. 

. 20,000 

— 

Bond discount . 


3,800 


$410,000 

$468,800 

Current liabilities. 

. $110,000 

$155,000 

Bonds payable. 

. — 

100,000 

Preferred stock. 

. 100,000 

_. 

Common stock. 

. 100,000 

150,000 

Paid-in surplus. 

. 20,000 

20,000 

Revaluation surplus . 

. 25,000 

- 

Earned surplus . 

. 55,000 

43,800 


$410,000 

$468,800 


Earned Surplus 


Premium on retirement of pre¬ 
ferred stock. . . 5,000 

Stock dividend on common stock 50,000 
Cash dividends paid during year 15,000 
Goodwill written olT .... ‘20,000 


Balance, Jan. 1 ... 55,000 

Gain on .sale of land . . . 35,000 

Net income after income tax. . . . 43,800 


Ten-year bonds of $100,000 were issued on July 1,1953, at 96, proceeds 
being used in the retirement of preferred slock. Land, cost $30,000 and 
recorded on the books at an appraised value of $55,000, was sold at 
$65,000. The cash proceeds from the sale were applied in the construction 
of new buildings costing $85,000. Depreciation recorded for the year was 
$5,000.t^ 

Instructions: Prepare working papers and a statement of application of 
funds. 


28-2. The following data was taken from the books and records of the 
Wilson Company: 


Earned Surplus 


1953 

Goodwill Written Off. 

24,999 

1963 

Balance . 

24,750 

Premium on Retirement of 
Preferred Stock. 

1,000 

Increase per Income State¬ 
ment . 

30,100 

Cash Dividends. 

15,000 
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Income Statement Data 

Net Income after Income Taxes. $34,600 

Add Allowance on Trade of Equipment.. 1,500 

36,100 

Deduct: 

Loss on Sale of Securities. $2,500- 

Loss on Retirement of Bonds. 3,500 -- 6,000 


Increase in Earned Surplus. $30,100 


Balance Sheet Data 

December 31 


1952 1953 


Current Assets (net). 

Plant and Equipment . 

,. $96,000 

$128,500 

$100,500 

$142,350 

Less Allowance for Depreciation .. 

. 30,000 

66,000 

34,000 

66,500 

Investments in Stock and Bonds . .. 


30,000 


27,000 

Goodwill. 


25,000 


1 

Unamortized Bond Discount. 


1,250 

$250,750 


$235,861 

Current Liabilities . 


$ 26,000 


$ 42,000 

Bonds Payable. 


50,000 


— 

Preferred Stock ($100 par) . 


50,000 


— 

Common Stock ($10 par) . 


100,000 


150,000 

Paid-In Surplus . 


~ 


30,000 

Earned Surplus. 


24,750 

$250,750 


13,851 

$235,851 


Fully depreciated equipment, original cost $10,500, was traded in on 
new equipment costing $15,000, $1,500 being allowed by the vendor on 
the trade in. One hundred shares of Bliss Co. preferred stock, cost $15,000, 
held as a long-term investment, was sold at the beginning of the year. 
Additional changes in the investments account resulted from the purchase 
of U. S. bonds. The company issued common stock in April, and part of 
the proceeds was used to retire preferred stock at 102 shortly thereafter. 
On July 1 the company called in its bonds outstanding, paying a premium 
of 5% on the call. Discount amortization on the bonds to the date of call 
was $250. Depreciation for the year taken on plant and equipment assets 
was $14,500. 

Instructions: Prepare working papers and a statement of application of 
funds. 


28-3. The following information is assembled in the preparation of a state¬ 
ment of application of funds for the Biltmore Corporation: 
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Balance Sheet Data 

December 31 


1962 1953 


Cash . 

$ 3,125* 


$ 21,875 

Accounts Receivable. 

66,125 


50,000 

Inventories . 

72,000 


90,000 

Plant and Equipment. $95,000 


$130,000 


Less Allowance for Depreciation .. 20,000 

75,000 

21,500 

108,500 

Investments. 

20,000 


8,000 

Patents. 

30,000 




$260,000 


$278,375 

Accounts Payable. 

$ 50,000 


$ 37,000 

Bonds Payable. 

20,000 


50,000 

Premium on Bonds Payable . 

- 


2,375 

Preferred Stock ($100 par) . 

50,000 


— 

Common Stock ($10 par) . 

100,000 


150,000 

Surplus . 

40,000 


39,000 


$260,000 


$278,375 

^Credit Balance 




lN(’OME Statement Data for Year Ended December 31, 1953 

Net Income before Income Taxes. 



$28,000 

Add Gain on Sale of Investments . 



3,000 




$31,000 

Deduct: 




Premium on Retirement of Bonds. 


$ 1,000 


Loss on Disposal of Equipment. 


3,500 


Patents Written Off . 


30,000 

34,500 

Loss to Earned Surplus. 



$ 3,500 


Earned Surplus 


1953 



1953 



Oct. 15 

Cash Dividends . 

12,500 

Jan. 

1 Balance. 

40,000 

Dec. 12 

Premium on Retirement 


Premium on Issuance of 


of Preferred Stock. . . 

5,000 


Common Stock. 

20,000 

Dec. 31 

Loss per Income State¬ 




ment . 

3,500 





Equipment, cost $10,000, book value, $4,000, was scrapped, salvage of 
$500 being recovered on the disposal. Additional equipment, cost $45,000, 
was acquired during the year. Securities, cost $12,000, were sold for 
$15,000. Patents of $30,000 were written off against profits. 7% bonds, 
face value $20,000, were called in at 105, and new 10-year, 5% bonds of 
$50,000 were issued at 105 on July 1. Preferred stock was retired at a cost 
of 110 while $50,000 in common stock was issued at 14. Depreciation on 
plant and equipment for the year was $7,500. 

Instructions: Prepare working papers and a statement of application of 
funds. 
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28-4. Financial data for the Franklin Manufacturing Co. are presented 
on this and the following page. 

FRANKLIN MANUFACTURING CO. 

Comparative Balance Sheet 
December 31, 1952 and 1953 




1952 


1953 

Assets 





Cash 


$ 23,000 


$ 29,500 

Notes receivable 


1,000 



Accounts receivable 

.... $ 26,625 


$ 32,000 


Less: Allowance for bad debts 

2,125 

24,500 

1,500 

30,500 

Inventories 


40,000 


54,000 

Supplies 


1,500 


1,000 

Miscellaneous prepaid expenses 


3,000 


3,500 

Investments in outside companies 


16,000 


27,000 

Land 


40,000 


80,000 

Buildings 

$ 90,000 


$125,000 


Less: Allowance for depreciation 

36,000 

54,000 

40,500 

84,500 

Machinery 

$ 76,000 


$ 96,000 


Less: Allowance for depreciation 

40,000 

35,000 

44,000 

51,000 

Goodwill . . . ., 


50,000 



Bond discount . 

. 

4,250 


8,025 



$292,250 


$369,025 

Liabilities and Capital 





Notes payable 


$ 11,000 


$ 10,000 

Accounts payable 


23,000 


17,500 

Miscellaneous accrued expenses 

.. .. 

4,000 


6,500 

Estimated income taxes payable 


10,000 


15,000 

Bonds payable 


50,000 


125,000 

Capital stock (Par $10) 

.... 

100,000 


125,000 

Paid-in surplus . 

,.... 

30,000 


35,000 

Earned surplus . 

— 

64,250 


35,025 



$292,250 


$369,025 


Ten-year bonds of $50,000 had been issued on July 1, 1951, at 90. 
Additional ten-year bonds of $75,000 had been issued on July 1, 1953, 
at 94. 

The following entry was made in 1953 upon the sale of obsolete ma¬ 
chinery: 


Cash . . 6,000 

Allowance for Depreciation of Machinery . 3,500 

Loss on Disposal of Machinery . 1,500 

Machinery . 11,000 


Fully depreciated storage quarters were dismantled during the year, 
and buildings, cost $1,500, were written off against the allowance for 
depreciation of buildings account. Investments in outside companies that 
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FRANKLIN MANUFACTURING CO. 
Condensed Statement of Income and Earned Surplus 
For Year Ended December 31, 1953 


Gross income. $*205,000 

Deduct: Cost of goods sold. $104,500 

Selling, general, administrative, and 

other expenses. 40,225 

Depreciation of buildings.. . $6,000 
Depreciation of machinery.. . 7,500 13,500 


Income taxes. 15,000 173,225 


Net income . $ 31,775 

Balance of earned surplus at beginning of 1953 . 64,250 

$ 96,025 

Add: Gain on sale of outside securities . 6,500 


$102,525 

Deduct: Loss on disposal of machinery .... $ 1,500 

Cash dividends. 16.000 

Goodwill written off. 50,000 67,500 


Balance of earned surplus at end of 1953 ... $ 35,025 


eosl $12,000 w(*re sold at the beginning of the year for $18,500, and addi¬ 
tional securities were subsequently acquired during the year. Additional 
{*apital stock was issuc'd by the company during the year at 12 in order to 
raise working capital. 

Irtafructions: Prepare working papers and a statement of application of 
funds. 


28-5. The following data are assembled in the preparation of a statement 
of application of funds for Kelly Shipyards, Inc.: 


Earned Surplus 


19.53 

Stock Dividend. 

. 42,500 

1953 
Jan. 1 

Balance. 

57,250 

Cash Dividends. 

Reserve for Contingencies . . 

. 10,000 
. 25,000 

Dec. 31 

Earnea Surplus Increase 
per Income Statement 

31,250 


Income Statement Data for Year Ended December 31, 1953 


Net Income. $28,750 

Add: Gain on sale of outside investments. 7,500 

$3”6,250 

Deduct: 

Loss on bond retirement. $4,000 

Loss on trade of machinery. 1,000 5,000 

Increase in earned surplus. $31,250 
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Balance Sheet Data 


Dec 31,1952 Dec 31,1953 


Cash 

Accounts Receivable 

Less Allowance for Bad Debts 

$29,900 

900 

$ 13,250 

29,000 

$24,576 

875 

$ 5,500 

23,700 

Inventories 

Supplies 

Prepaid Expenses 

Outside Investments 

Land 

Buildings 

Less Allowance for Depreciation 

$80,000 

22,000 

52,000 

750 

1,250 

25,000 

30,000 

58,000 

$86,000 

22,500 

40,000 

1,000 

1,600 

30,000 

63,500 

Machinery and Eguipment 

Less Allowance for Depreciation 

$ >5,000 
12,500 

42,500 

$60,000 

14,000 

46,000 

Office Equipment 

Less;Allowance for Depreciation 

$ 7,300 
1,800 

5,700 

$ 8,000 
1,200 

6,800 

Discount on Bonds 


2,000 


— 



$259,450 


$218,100 

Accrued Expenses and Taxes 

Notes Payable 

Accounts Payable 

Bonds Payable 

Capital Stock (Par $10) 

Paid-In Surplus 

Earned Surplus 

Reserve for Contingencies 


$ 700 

8,000 
17,500 
50,000 
100,000 
26,000 
57,250 


$ 6,200 
5,000 
20,400 

127,500 

23,000 

11,000 

25,000 



$259,450 


$218,100 


Explanations of account balance changes follow: 

Outside investments were sold during the year A part of the buildings 
was rebuilt and enlarged, the following entry being made 


Buildings 6,000 

Allowance for Depreciation of Buildings 4,000 

Cash 10,000 

Depreciation of buildings for the year was reported at $4,500 Ma¬ 
chinery was traded in for new machinery, the following entry being made: 

Machinery and Equipment 12,000 

Depreciation of Machinery and Equipment 500 

Allowance for Depreciation of Machinery and 
Equipment 4,500 

Loss on Trade of Machinery 1,000 

Machinery and Equipment 7,000 

Cash . 11,000 


Depreciation of machinery and equipment for the year was reported 
at $6,500 Fully depreciated office equipment of $1,500 was written off 
against the allowance Additional office equipment was acquired during the 
year Depreciation of office equipment for the year was $900. Bond 
discount amortization of $500 was recorded before bonds were called in 
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at 105. Fifteen hundred shares of stock were acquired at 12 and canceled; 
a stock dividend of one share for two was subsequently issued. A reserve 
for contingencies was set up during the year as a result of pending lawsuits. 

Instructions: Prepare working papers and a statement of application of 
funds. 


28-6. A comparative balance sheet for the Clark Corporation appears as 
follows: 


DECEMBJiJR 31 


Cash. 

Marketable securities. 

Accounts and notes receivable, less allow¬ 
ances for bad debts. 

Inventories. 

Investments in stock of subsidiary companies 

(at cost). 

Plant and equipment, less allowance. 

Patents and goodwill. 

Bond discount and expense. 


Miscellaneous accrued liabilities including 

taxes. 

Accounts and notes payable . 

4% Mortgage bonds . 

Preferred stock (par $25, each share con¬ 
vertible into two shares of common). 

Common stock (par value $10). 

Paid-in surplus. 

Earned surplus. 


1952 

1953 

$ 135,000 

$ 210,000 

120,000 

80,000 

220,000 

250,000 

300,000 

360,000 

335,000 

240,000 

800,000 

1,020,000 

140,000 

36,000 

30,000 

21,600 

$2,080,000 

$2,217,600 

$ 65,000 

$ 85,000 

145,000 

180,000 

500,000 

400,000 

250,000 

210,000 

300,000 

432,000 

200,000 

258,000 

620,000 

652,600 

$2,080,000 

$2,217,600 


An analysis of balance sheet changes discloses the following: 

(h) Stock owned in the Taylor Co., a partially owned subsidiary, was 
sold for $185,000. Stock had originally cost $95,000. 

(b) The entire goodwill of $100,000 was written off the books in 1953. 

(c) The patents had a remaining life of ten years on December 31, 
1952, and are being written off over this period. 

(d) Mortgage bonds mature on January 1, 1963. On July 1, 1953, 
bonds of $100,000 were purchased on the market at 103 J and 
formally canceled. The loss on bond retirement was charged to 
Earned Surplus. 

(e) The decrease in preferred stock outstanding resulted from the 
exercise of the conversion privilege by preferred stockholders. 

(f) 10,000 shares of common stock were sold during the year at $15. 
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(g) During the year equipment that cost $60,000 and that had a book 
value of $12,000 was sold for $8,600. Depreciation of $64,000 
was taken during the year on buildings and equipment. Addi¬ 
tional changes in the plant and equipment balance resulted from 
the purchase of equipment. 

(k) The net income for the year transferred to earned surplus was 
$105,200. 

(i) Dividends paid during the year totaled $50,000. 

Instructions: Prepare werking papers and a statement of application of 
funds. 


28-7. A comparative balance sheet for The Morgan Corporation appears 
as follows: 


Current and working assets: 

Cash. 

Bid deposits. 

Estimates receivable . 

Miscellaneous receivables . ... 

U. S. Treasury tax anticipation notes. . 

Supplies. 

Insurance policy cash-surrender values 

(less loans). 

Postwar ex cess-profit refund. 


Less: Current liabilities: 

Notes payable. 

Accounts payable. 

Accrued liabilities. 

Federal income tax accrued 


Working capital . 

Plant and equipment. 

Less: Allowance for depreciation 


Other assets: 

Investment in stock of Blake Co.—90% 

owned. 

Treasury stock—bought for $90,000 . . . 

Organization expenses. 

Unamortized discount on bonds payable 


Reserves and capital: 

Reserve for contingencies.. 
Deferred profit on contract 

Bonds payable. 

Capital stock. 

Earned surplus. 


Increase 
(or decrease) of 
December 31 working capital, 



1952 


1953 

etc. 

$ 

40,000 

$ 

102,800 

$ 62,800 


— 


100,000 

100,000 


380,000 


450,600 

70,600 


45,650 


65,800 

20,150 


100,000 


10,000 

(90,000) 


20,100 


22,800 

2,700 


10,000 


25,050 

15,050 


18,000 


40,000 

22,000 

E 

613,750 

E 

817,050 

$203,300 

$ 

150,000 

$ 

50,000 

$100,000 


190,000 


215,000 

(25,000) 


18,400 


30,900 

(12,500) 


150,000 


240,000 

(90,000) 


508,400 

$ 

535,900 

$(27,500) 

$ 

105,350 

$ 

281,150 

"$175,800 

$1,050,200 

$ 

806,050 



660,300 


303,800 


$ 

389,900 

$ 

502,250 

$112,350 


$ 

170,000 

$ 177,200 

$ 7,200 


— 

40,000 

40,000 


12,000 

6,000 

(6,000) 


9,000 

8,000 

(1,000) 

E 

686,250 

$1,014,600 

$328,350 

$ 

_ 

$ 100,000 

$100,000 


— 

65,000 

65,000 


100,000 

100,000 

— 


200,000 

200,000 

— 


386,250 

549,600 

163,350 

$" 

686,250 

$1,014,600 

$328,350 
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A summary of earned surplus for the year 1953 follows: 

Balance, December 31, 1952. $386,250 

Add: Net profit (before federal taxes') for the year 1953. $275,000 

Restatement of property and allowance accounts to agree 
with depreciated cost values established by Treasury 
Department as at January 1, 1953. 172,350 447,350 

Total . $833,600 

Deduct: Dividends declared. . $ 25,000 

Provision for federal income and excess profits taxes 

after refund credit. 203,000 

Purchase price of treasury stock, 

$90,000 in excess of par value, $40,000. 50,000 

Organization expense amortized. 6,000 284,000 

Balance, December 31, 1953. $549,600 


As of January 1, 1953, the plant and equipmeni account was reduced 
$110,150 and the related allowance account was reduced $282,500 to agree 
with adjusted depreciated cost values as of that date as determined by 
the U. S. Treasury Department. During 1953 equipment having a gross 
book value of $354,000 and a net book value of $235,000 on the revalued 
basis was sold at a profit of $42,500. Additions and depreciation constitute 
the remaining changes in the respective accounts. 

The investment in stock of Blake Co. account was adjusted during the 
year to give effect to subsidiary company earnings of $20,000 and dividends 
declared of $12,000. 

Instructions: Prepare working papers and a statement of application of 
funds. (A.I.A. adapted) 


28-8. The following information is assembled in the preparation of a 
statement of application of funds for the Silver Star Company: 


Balance Sheet Data 


December 31 
1952 1953 


Cash. $ 40,409 $ 30,337 

Accounts receivable. 67,186 65,638 

Temporary investments. 112,500 85,000 

Prepaid insurance. 710 756 

Inventories. 82,164 94,438 

Cash surrender value of life insurance policies. . . 8,315 9,061 

Unamortized bond discount. 4,305 2,867 

Land, buildings, machinery and equipment. 172,778 207,782 


$488,367 $495,878 
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December 31 
1952 1953 


Accounts payable. $ 34,081 $ 31,314 

Notes payable to banks. 40,000 45,000 

Accrued interest, taxes, etc. 12,307 21,263 

First-mortgage 4% serial bonds. 82,000 68,500 

Allowance for loss on accounts. 4,630 3,815 

Allowance for depreciation. 96,618 81,633 

Allowance for inventory loss. 1,000 7,500 

Reserve for contingencies. 37,500 63,600 

Common stock, $100 par value. 100,000 92,500 

Paid-in surplus. 11,000 10,175 

Retained earnings. 69,231 70,578 


$488,367 $495,878 

The following information concerning the transactions is available: 

(1) Net profit for 1953 was shown by the profit and loss statement as 
$48,097. 

(2) During the year 75 shares of the capital stock were repurchased at 
$111 and were being held in the treasury. Subsequent to the stock 
reacquisition a 10% cash dividend was paid. 

(3) The 1953 premium on life insurance policies was $1,673. Expense was 
charged with $927 of this payment. 

(4) Machinery was purchased for $31,365 and machinery costing $32,625 
was retired. The retired machinery had accumulated depreciation 
of $29,105 at date of retirement. It was sold as scrap for $1,000, 
which was credited against the profit and loss on retirement of asset 
account. The remaining increase in fixed assets resulted from con¬ 
struction of a building. 

(5) The serial bonds mature at the rate of $5,000 per year. In addition 
to the retirement of the $5,000 of bonds due in 1953, the company 
purchased and retired $8,500 of the bonds at $103. Both the premium 
on retirement and the applicable discount were charged to expense. 

(6) The allowance for inventory loss was created by a charge to expense 
in each year. It is set up to reduce the inventory value of obsolete 
items to estimated market value. Bad accounts of $3,702 were written 
off against the allowance for loss on accounts. 

(7) The reserve for contingencies was provided by charges against re¬ 
tained earnings. A debit to the reserve of $11,400 was made during 
the year. This represented the final settlement of a part of 1950 
income tax liability which had been the subject of controversy. 

Inst met ions: Prepare working papers and a statement of application of 
funds. (A.I.A. adapted) 

28-9. The Cold River Corporation finds that it is unable to pay a year-end 
cash dividend without borrowing. However, its profits for the year 1953, 
shown by its books as $83,485, were the largest in its history of operations. 
Some of the directors are puzzled as to the reason for the small cash balance 
and weak current position. The accounts have not been audited, but the 
company management engages you to assist them in preparing an explana¬ 
tion of the situation for the directors. As a part of your engagement you 
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are to prepare a formal statement showing source and application of funds, 
accepting their profit figure of $83,485 as a starting point. The following 
information is available; 


TRIAL BALANCES 


Accounts 

Cash. 

Accounts receivable. 

Allowance for loss on accounts. 

Installment notes receivable. 

Inventory of materials. 

Inventory of finished goods. 

Inventory of supplies. 

Investment in Blake Co. (50% of stock).. . 

Land used in business. 

Land not used in business. 

Buildings. 

Allowance for depreciation of buildings. 

Machinery. 

Allowance for depreciation of machinery.... 

Goodwill and patents. 

Bond discount unamortized. 

Prepaid insurance. 

Accounts payable. 

Notes payable. 

Accrued liabilities. 

Bonds payable — 4 %. 

Reserve for future inventory price declines... 

Reserve for contingencies . 

Reserve for preferred stock retirement. 

Preferred stock — 6%, $100 par. 

Common stock — $100 par. 

Treasury stock — common — 100 shares.... 

Surplus. 

Sales (net). 

Cost of goods manufactured and sold. 

Selling and general expense. 

Bond interest and discount. 

Federal income tax expense . 

Loss on disposal of assets. 

Gain in value of assets. 

Reduction of depreciation allowance. 

Dividends and profits of Blake Co. 

Miscellaneous income and expense. 


Post-Closing Pre-Closing 

12/31/512 12/3l/i3 


Debit 

Credit 

Debit 

Credit 

$ 25,000 


$ 5,000 


18,000 

$ 1,500 

20,000 

$ 1,800 



25,000 

30,000 

19,000 

2,000 

42,500 

10,000 

20,000 


22,000 

13,000 

2,500 

47,275 

25,000 


90,000 

60,000 

90,000 

36,100 

170,000 

80,000 

191,000 

72,050 

14,000 


17,000 

3,000 


2,160 


1,000 

48,000 

1,500 

47,500 


10,000 


15,000 


15,000 


18,000 


50,000 


40,000 


10,000 


2,000 


10,000 


5,000 


15,000 


5,000 


25,000 


25,000 


100,000 

10,000 

100,000 


20,000 

142,000 

20,500 

188,000 



28,075 




2,040 




5,600 




3,000 

25,000 

45,000 

6,900 



700 

$444,r)00 

$444,500 

$652,850 

$652,850 


Explanations of changes in certain of the accounts have been obtained. 
They show: 

(1) Provision for loss on accounts was 3^ of 1% of net sales, which 
was charged to selling expense and credited to the allowance. Re¬ 
coveries amounted to $500, which were netted against the expense. 

(2) Investment in Blake Co. has been debited with 50% of the profit of 
Blake Co. and credited with a cash dividend of $2,125 received. The 
contra entries have been to Dividends and Profits of Blake Co. and 
to Cash. 

(3) An appraisal was made of fixed assets as of January 1,1953. It was as 
follows: 
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Undepreciated 

Value 

Depreciation 

Net 

Value 

Land used in business 

Land not used in business 
Buildings 

Machinery and equipment 

$ 25,000 
30,000 
140,000 
210,000 

$ 85,000 
100,000 

$ 25,000 
30,000 
55,000 
110,000 

Total 

$405,000 

$185,000 

$220,000 

This appraisal was recorded by the following entry 
Land Used in Business 

Land Not Used in Business 

Allowance for Depreciation of Buildings 
Allowance for Depreciation of Machinery 

$ 15,000 
10,000 
25,000 
20,000 



Gain in Value of Assets $ 25,000 

Reduction of Depreciation Allowance 45,000 


The land not used in the business was subsequently sold for 
$27,000, payable $2,000 in cash and the remainder in notes due in 
equal annual payments over a five-year period starting 7/1/54. The 
$3,000 difference between the sale price and the $30,000 undepreciated 
value was debited to Loss on Disposal of Assets. Depreciation, 
computed on an acceptable basis, was charged to expense of the 
year in the amount of $13,150. Purchase of new machinery in the 
amount of $21,000 was made for cash. 

(4) The company charged $5,000 of research and patent expenditures to 
the goodwill and patents account and amortized against manufactur¬ 
ing cost the amount of $2,000 of the previous balance. 

(5) The company wrote off to Bond Interest and Discount one fifth of 
the bond discount upon retirement of $10,000 of the bonds at 94 on 
July 1, 1953. The regular amortization and the result of the bond 
retirement, including profit, have been included in the bond interest 
expense. 

(6) The company had $9,000 liability for income taxes included in the 
accrued liabilities as of 12/31/52. However, only $4,000 was paid; 
therefore $5,000 was credited to Surplus and current expense was 
charged with the estimated expense for 1953. 

(7) Because of price declines during the year, $8,000 of the Reserve for 
Future Inventory Price Declines was utilized by a credit to Cost of 
Goods Sold. 

(8) During the year the company paid a $5,000 award rendered against 
them in a suit. The charge was to the Reserve for Contingencies that 
had been created m 1952 because of this and other pending suits. 

(9) During the year the company purchased 100 shares of its own preferred 
stock for $11,000. It charged $10,000 to the preferred stock retire¬ 
ment reser\e account and $1,000 to Surplus. It has charged Surplus 
with $1,500 of preferred dividends paid and credited Miscellaneous 
Income with the $300 that it kept because it owned 100 shares of the 
stock. 

(10) During the year the company reacquired 100 shares of its own com¬ 
mon stock for $1^000. It charged the $2,000 excess over par to 
Surplus. 

Instructions: Prepare working papqrs ^?id ^ st^itement of application of 
funds. (A.I.A. adapted) 
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28-10. The Reynold Corporation’s condensed statements of income for the 
fiscal year 1953 and of financial position at the beginning and end of the 
fiscal year, together with other pertinent data, are reproduced on this and 
the following page. 

The board of directors of the corporation recognizes that the readers 
of the corporation’s report to stockholders may be puzzled by the fact 
that, despite a substantial “net income after taxes,” the cash balance 
decreased and the corporation resorted to some long-term borrowing. 
Accordingly, the directors have requested that you prepare a statement 
that will reveal clearly the flow of cash into and out of The Reynold Cor¬ 
poration during the past fiscal yt'ar and that will indicate why operations 
alone did not provide sufficient cash for the corporation’s needs. 

You have decided that the statement should be constructed to show 
the cash disbursements other than for operations, the net cash provided 

THE REYNOLD CORPORATION 
Comparative Statement of Financial Position 
_ December 31, 1953 and _ 

Increase 

or 



1953 

1952 

Decrease’ 

Current assets: 

Cash 

$ 215,221 

$ 225,351 

$ 10,130* 

Marketable securities, at cost 

180,767 

251,388 

70,621* 

Receivables — trade, less estimated uncollect¬ 
ibles 

266,559 

195,991 

70,568 

Inventories (at cost) 

322,438 

359,175 

36,737* 

Prepaid operating expenses 

15,209 

17,894 

2,685* 

Total current assets 

$1,000,194 

$1,049,799 


Less: Current liabilities: 




Accounts and notes payable — trade 

$ 108,623 

$ 254,181 

145,558* 

Accrued wages and salaries 

12,602 

11,495 

1,107 

Accrued estimated taxes 

295,580 

299,466 

3,886* 

Dividends payable 

23,726 

25,591 

1,865* 

Accrued interest payable 

750 

296 

454 

Other accrued operating expenses 

12,622 

14,942 

2,320* 

Total current liabilities 

$ 453,903 

$ 605,971 


Working capital 

$ 546,291 

$ 443,828 


Property, plant, and equipment — less amount 
of cost charged to operations to date 

1,356,132 

1,200,816 

155,316 

Total assets, less current liabilities 

$1,902,423 

$1,644,644 


Deduct: Long-term bank loans 

50,000 

— 

50,000 

Net assets 

$1,852,423 

$1,644,644 

$207,779 

Stockholders’ Equity: 

Preferred stock, 6% cumulative, par value 
$100 (2,602 shares) 

$ 260,200 

$ 265,200 

$ 5,000* 

Common stock — par value $100 (12,724 
shares) 

1,272,400 

1,092,300 

180,100 

Amount paid in — in excess of par value 

61,524 

42,043 

19,481 

Retained earnings 

258,299 

245,101 

13,198 

Total. 

$1,852,423 

$1,644,644 

$207,779 
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THE REYNOLD CORPORATION 
Income Statement 
Year Ended December 31, 1953 


Income: 

Gross operating income. $2,410,655 

Nonoperating income, including dividends and interest. . .. 21,708 


Total income. $2,432,363 

Deductions: 

Operating charges: 

Materials and supplies used . $870,531 

Wages and salaries. 906,387 

Provision for depreciation charged to operations . 114,079 

Taxes, other than federal income. 26,221 

Other operating charges. 33,762 

Interest charges. 1,297 

Loss on investments. 6,016 

Estimated federal income tax. 284,442 2,242,735 

Net income (after taxes). $ 189,628 


by operations, the amount by which operations failed to provide sufficient 
cash, and the manner in which this deficiency was met. 

The following additional information is available: 

(1) During the year, marketable securities were purchased at a cost of 
$24,692. 

(2) The ^‘estimated uncollectible receivables” increased $11,448, despite 
the write-off of $2,605 of bad accounts. During the year, an account 
of $2,000, written off in a prior year, was recovered; the credit was 
made to Recovery of Bad Debts, which was netted against other 
operating charges” in the income statement. 

(3) During the year, 50 shares of preferred stock were reacquired by pur¬ 
chase at a 9^premium. These shares were canceled, at which time 
the excess of the purchase price over the average amount originally 
contributed for these shares ($105 per share) was debited to Retained 
Earnings. 

(4) The only entries in the retained earnings account for the year were 
for net income, dividend declaration, and cancellation of preferred 
stock. 

(5) There were no sales or retirements of fixed assets during the year. 

histruction}^: Prepare the ‘'Cash Flow” statement (statement of source 
and application of cash) supported by a schedule showing the conversion of 
the income statement to a cash basis, item by item. This schedule should show 
the amount of cash produced or used as a result of each item on the statement. 
Use the following column headings in this schedule: 

Per Adjustments to 
Income Cash Basis Cash 

Statement Add Deduct Result 


(A.I.A. adapted) 














APPENDIX 


Statements for several well-known representative corporations are 
found on the pages that follow'. Company statements of financial 
condition and operations together with accompanying statement notes 
as presented in the corporate annual reports are reproduced. These 
statements illustrate practical applications of contemporary accounting 
standards and concepts. 

A summary is presented preceding each set of statements pointing 
out matters of particular interest in viewing the statements. The 
forms, procedures, and items that are pointed out are not necessarily 
examples of good reporting or unsatisfactory repoiting; rather, these 
are matters of interest that call for evaluation m terms of the account¬ 
ing framework as a whole as developed in the text. 

Reference to the statements and statement items may be made 
throughout the course as various phase.-, of statement structure, form, 
and content are considered. 

Statements are included for the following companies: 

(1) United States Steel Corporation 

(2) Caterpillar Tractor Co. 

(3) The Pennsylvania Salt Manufacturing Company 

(4) Armour and Company 

(5) American Telephone and Telegraph Company 

(6) Lockheed Aircraft Corporation 

(7) The Atchison, Topeka and Santa Fe Railway Company 

(8) Granite City Steel Company 


89$ 
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UNITED STATES STEEL CORPORATION 

The following features are of interest in viewing the financial statements 
and accompanying notes taken from the 1952 annual report of the United 
States Steel Corporation. 

Two financial statements for the year are presented under the headings 
Consolidated Statement of Income and Consolidated Statement of Financial 
Position. Statements are presented in comparative form. Financial state¬ 
ments are supplemented by a Summary of Financial Operations which is also 
reproduced. 

Consolidated Statement of Financial Position. The statement of financial 
position develops a working capital balance and then reports noncurrent 
assets followed by noncurrent liabilities and reserves in developing an excess 
of assets over liabilities and reserves. These data are followed by a summary 
of the ownership interest. Reserves including those created as a result ol 
self-insurance against fire, windstorm, marine, and related losses (see notes to 
accounts) are excluded from the ownership equity. The preferred stock 
interest is presented at par, and the common stock interest is presented at the 
stated capital for common, $333^^ per share, plus the income reinvested in the 
business. 

Consolidated Statement of Income. The income statement is prepared in 
single-step form, a summary of income items being followed by all expense 
items. The statement proceeds beyond the net income determination, by 
reporting the income distributions to stockholders and the resulting balance 
representing income reinvested in the business. This balance reconciles the 
change in the common stockholders* equity reported on the comparative 
statement of financial position. 

Summary of Financial Operations. Sources and applications of working 
capital are summarized in the report, Summary of Financial Operations. 
The net change in working capital is explained and reconciled by means of 
this report. 

Notes to Accounts. Notes make reference to such matters as possible 
additional income tax assessments and the provisions made therefor, self- 
insurance provisions, stock option plans in effect, and charges for depreciation 
in the accounts reported in accordance with tax allowances under Certificates 
of Necessity or under accelerated depreciation plans. ‘‘The Independent 
Auditors* Report” is not reproduced (Price-Waterhouse & Co., Auditors). 

Additional Summaries and Statements. The 1952 annual report for the 
United States Steel Corporation presents additional summaries and state¬ 
ments that are not reproduced here, including: a summary of operations for 
each year, 1910-1952; a summary of production, shipments, and employment 
data for 1910-1952; and detail in support of certain balances reported on the 
statement of financial position, including plant and equipment, reserves, in¬ 
ventory, and long-term debt data. 



APPENDIX 


897 


UNITED STATES STEEL CORPORATION 


CONSOLIDATED STATEMENT OF 


Current 

Cash. .... 

United Stales Gti\ernnu*nt securities, at cost 
Receivables, less estimated bad debts . . 

Inventories (details on page 36) .... 

Total . 


Less 


Current liabilities 

Accounts payable. 

Acciued taxes ... .... 

Dividends payable. 

Lontt-terrii debt due within one year 
Total . 


Working capital. 

Miscellaneous investments, less estimated losses .... 
United .States (Government .securities set aside, at cost 

For pr<»perlv additions and replacements . . . 

For expenditures arising out of war. 

Plant and equipment, less depreciation (details on page 35) 

Operating parts and supplies. 

Costs applicable to future periods. 

Intangibles,. 


Deduct 

Ijmtu-lenn dehl (details on page 36) . . . . 

Reserves (details on page 35) 

For estimated additional costs arising out of war .... 
F’or insurance, contingencies and miseellaneoiis expenses . . 

Exceto* of ashcts over liabililicH and reserves , . . 

OwnerHhip evidenced by 

Preferred stock, I'v cumulative, par value $I0Q (J.OOJ.BII shares) 


Stated capital, $d.d'/3 per share . 

Income leinvested in business (see page 31 for 
addition of $10,118,801 in 1952) 

Total . 


$870,325,200 


905,511,345 


nciaJ^^ 


Dec. 31. 1952 

Dec. 31, 1951 

$ 215,858,965 

$ 233,386,977 

106,441,431 

326,717,100 

263,654,872 

252,784,015 

424,752,105 

399,832,115 

1,010,707,373 

1,212,720,207' 

380,120.199 

339,703,119 

275,040,163 

509,773,477 

2.5,887,237 

25.887,237 

3.098.398 

2,438.790 

684.151,997 

877,802.623 

.320,555,376 

3.34,917,584 

21,0.52,134 

19,779,076 

19.000,000 

250.000,000 

8.000,000 

12.000.000 

1,851,572,655 

1,571,334,2.34 

54,3.57,497 

48.317,344 

2.3,745,0% 

26,528,130 

1 

1 

2,304.282,759 

2,262,876,369 

61,007,129 

54,879,636 

7,096,110 

11,.576,348 

100,061,875 

100,441,541 

$2.136.117,645 

$2,095,978,844 

$ 360,281,100 

1 360,281,100 

1,775,836,545 

1,735,697,744 


$2,136,117,645 $2,095,978,844 
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UNITED STATES STEEL CORPORATION 


CONSOLIDATED STATEMENT OF 




Products and services sold. 

Costs 

Employment costs 

Wages and salaries. 

Pensions, social security taxes, insurance and other employe 
benefits (details on page 18) . 


Products and services bought. 

Wear and exhaustion of facilities. 

War costs included herein provided for in prior years, less 

associated federal income tax adjustments. 

Interest and othei costs on long-term debt. 

State, local and miscellaneous taxes. 

Estimated Federal taxes on income (detaus on page 5) . . . . 

Total ... 

Income. 

Dividends declared 

On cumulative preferred stock ($7 per share) . 

On common stock ($3 per share) . 

Income reinvested in business. 


1952 

$3,137,397,336 


1,176.596,946 

145,477,678 

1,322.074,624 

1,312,062,864 

176,918,467 

4A80^3B 

1,862,068 

68,271,805 

117,000,000 

2,993,709,590 

143,687,746 


1951 

$3,524,121,226 

1,217,611,480 

156,857,438 

1,374,468,918 

1,329,670,316 

162,091,475 

JJ50^25 

1,969,626 

75,312,029 

398,000,000 

3,339,761,439 

184,359,787 


25,219,677 25,219,677 

78,329,268 78,329,268 

$ 40,138,801 $ 80,810,842 
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UNITED STATES STEEL CORPORATION 


SUMMARY OF 1952 

Additions to working capital 

Income. 




$143,087,746 


— Non cash costs in current >ear 

Wear and exiiausliun of facilities. 176,918,467 

Proceeds from sales and salvage of plant and equipment . . 12,004,915 

Proceeds from purchase nionc> obligations less long-term debt retire ^. 6,787,101 

Total additions. 339,398,229 


Deductions from working capital 

Expended for plant and equipment. . . . . $bi9 1()l 803 

Less - Lse of funds set aside in prior yeais .211,0(K),U00 

238,161,803 

Miscellaneous deductions . 6,049,689 

Dividends declared on pieferred and common stocks . 103,548,945 


Total deductions. 347,760,437 

Kediiciiuii ill working capital.$ 8,362,208 


Working capital per consolidated statement 
of financial position 

December 31, 1952 .$326,555,376 

December 31. 1951 . 334,917,584 


I 8,362,208 


Reduction 
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UNITED STATES STEEL CORPORATION 


NOTES TO 




Vedernl on tnvttmf 

The Bureau of Internal Revenue has not completed 
the audit of Federal income and excess profits tax 
returns for 1942 and subsequent years. It is believed 
that reasonable provision has been made for any 
additional taxes which may be levied. 

NecMrlllm Svt .tulde tor Property Additittnm 
and neptue$>menlH 

Of the $250,000,000 of segregated funds invested in 
U.S. Government securities at December 31, 1951, 
$231,000,000 was used in 1952 for properly additions 
and replacements, leaving a balance of $19,000,000. 

Plant and Kquipmvnt 

The amount at which plant and equipment is shown 
in the consolidated .statement of financial position 
represents acquisition cost less that portion thereof 
which has been deducted as wear and exhaustion 
expense. This amount does not purport to be a realiz¬ 
able or replacement value. 

ffeaerve tar tiMlImaled Addltianai 
I'ttuln Arluinff out at Har 

Of the reserve for estimated additional costs arising 
out of war provided during World War II, $4,480,238 
was used in 1952 to cover the higher costs of replac¬ 
ing inventories depleted during the war. This charge 
and offsetting credit are included in the consolidated 
statement of income. 

Innuranee itvMvrt e 

U.S. Steel is, for the most part, a self-insurer of its 
asset.s against fire, windstorm, marine and >elated 
losses. The balance of the insurance lescrvc is held 
available for absorbing possible losses of this char¬ 
acter, and is tonsidered adeejuate for this purpose, 
f ammun Stavh 

'Phe Stock Option Incentive Plan, ajiproved by slock 
holders May 7, 1951, authorized the option and sale 
of up to 1,300,()()() shares of common slock to key 
management employes, such .shares to be made avail¬ 
able from authorized unissued or reacquired com¬ 
mon stock. No options to purchase stock were issued 
or exercised duiing 1952. At December 31, 1952, 
304 emplo)es held options to purchase a total of 
373,9.50 shares at $41 per share. 

Pradurim and Serrlr^m Said 

Products and services sold includes interest, divi¬ 


dends and other income of $5,665,474 in 1952 and 
$14,421,675 in 1951. 

WaqvH and S$»tarifm 

Wages and salaries totaled $1,207,943,140 in 1952 
Of this amount, $1,176,596,946 was included in 
< osts of products and services sold and the balance 
was charged to construction and other accounts. 

PraduriM and Sfrrlvfm Uuuqht 
Products and services bought reflects the changes 
during the year in inventories and deferred costs. 
These items increased during 1952 approximately 
$28,000,000. 

and §-.\hauittian at Patulitlen 

Wear and exhaustion of facilities includes acceler¬ 
ated depreciation as follows: ,^ 5 , 

Amount presently deductible for 
Federal income tax purposes 
(amortization of emergency 

fanliiics).$46.219,[552 $12,794,855 

Amount not presently deductible 
for Federal income ;ax pur¬ 
poses . 21,6.^7,77 2 40,366,2 11 

lutal . $67,8.57,324 $.53,161 ,066 

The accelerated depreciation is applicable to the 
lost of postwar facilities in the first few years of 
then lives when the eiononiic usefulness is greatest. 
The amount thereof is related to the excess of cur¬ 
rent operating rale over U.S. Steel’s long-term peace¬ 
time average rate of about 70 per cent of capacity. 
The annual accelerated amount is 10 pci c'enl of the 
cost of facilities in the yeai in which the expendi¬ 
tures are made and 10 pci cent in the succeeding 
year, except that the poition of this aniouiil in excess 
of amortization of emeigency facilities is reduced 
ratably as the operating rate may diop, no accelera¬ 
tion being made at 70 per cent or lower operations. 
The portion olhei than amortization is in addition to 
the normal depieciation on such facilities hut the 
total depreciation over their expected lives will not 
exceed the cost of the facilities. 

Under the Internal Revenue Code that portion of 
the cost of facilities certified by the Defense Produc¬ 
tion Administration as essential to the defense effort 
is covered by a Certificate of Necessity and can be 
written off for lax purposes at the rate of 20 per cent 
per year. This more rapid depreciation is generally 
referred to as amortization of emergency facilities. 
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CATERPILLAR TRACTOR CO. 

The following features are of particular interest in viewing the financial 
statements and accompanying notes taken from the 1952 annual report for 
the Caterpillar Tractor Co. 

Two financial statements for the year are presented under the headings, 
^'Results of Operations’" and''Financial Position."" 

Statement of Financial Position. The statement of financial position 
develops a working capital total or "net current assets,” and then proceeds 
to determine total net assets by adoing noncurrent assets and subtracting 
noncurrent liabilities. The statement then summarizes the ownership interest 
consisting of preferred and common stock, capital in excess of par value, and 
profit employed in the business. The basis of valuation for each asset is in¬ 
dicated. Intangibles are reported on the statement at a nominal amount of $1. 

Statement of Results of Operations. The combined income and earned 
surplus form is used in developing the statement of ‘Results of Operations."" 
Note on the statement the reference to retained earnings as "Profit employed 
in the business.” 

Notes to Financial Statements. Notes to financial statements explain 
fully the inventory valuation procedures and the effects of such procedures. 
Reference is also made to the recognition of depreciation at cost and to the 
effects of such a policy on income determination m view of higher current 
replacement values for assets. Notes also provide a full descriptior of pre- 
Ierred stock, stock retirement pro\ isions and operation, and stock option plans 
in current operation. 

Additional Summaries and Statements. It should be observed that state¬ 
ments referred to report data for only the current year. However, the annual 
report for 1952 also provides the following summaries and statements not 
reproduced here: Statement a summary of changes in ownership 

equities — stock issues, capital in excess of par value, and profit employed in 
the business since incorporation in 1925; Statement (4) -a comparative 
statement of the results of operations for a ten-year period; Statement (5) - a 
comparative summary of the source of current assets (source and application 
of funds data) for a ten-year period; Statement (6) — a comparative state¬ 
ment of the financial position for a ten-year period; Statement (7) — a com¬ 
parative summary of buildings, machinery, and equipment and accumulated 
depreciation at the end of each year for a ten-year period. 

Independent Auditors" Report. The auditors" report in this instance covers 
not only the annual reports but also the summaries for prior years mentioned 
above. 
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CATERPILLAR TRAaOR CO. 

tnd U. S. subsidiary 

Paalfl— »»t»mh0r 31, na- 


Curr 0 nt asMfs: 

Stated on boaii of rooliioblo voluon 

Co.h. S 14,522,385 

Receivable from customers and others. 38,317,71 1 

$ 52,840,096 

Slated of celt principally wing “lait In, Aril out" molhod 

Inventories. 105,501,835 


Deduct: Current liabilities: 

Payable to moteriol suppliers and others... $ 31,579,608 

Federol income and excess profits taxes. 47,256,315 

Less: United States government securities. (30,869,414) 


Net current assets (statement 5). 

Prepaid insurance, etc.—cost allocable to future operations. 

Buildings, machinery and equipment—balance of original cost allocable 
to future operations (statement 7). 

Land—at original cost... 

Investment in and advances to wholly owned British subsidiary. 

Potent!, trade-marks and other intangibles—at nominal amount. 


Deduct: 

Ten-year 2% debentures due 1956. $ 18,033,000 

Notes payable-3%%, due annually 1964-1972... 35,000,000 


Net assets.. 

Ownership equities (statement 3): 
Preferred stock—4.20% cumulative: 
240,000 shares of $ 100 par value 


Common stock: 

3,819,012 shares of $10 par value. $ 38,190,120 

Capital in excess of par value. 1,681,950 

Profit employed in the business. 88,657,488 


etatement 2 


$158,341,931 

47,966,509 

$110,375,422 

216,982 

90,351,116 

3,563,236 

1,055,801 

1 

'$205,562,558 

53,033,000 

$152,529,^ 


$ 24,000,000 


128,529,558 


$152,529,558 
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CATERPILLAR TRAaOR CO. 


ind I! S tubiidicry 


YMirWSa 


Men 

Coibi 

InventoriDs brought forward from lost year 
Materials supplies services purchased etr 

Wages salaries company contributions for group insurance pens on plan 
unemployment insurance and old age benefits 

Portion of original cost of buildings machinery ond equipment ollocated to 
operations (depreciation and amortization) 

Interest on borrowed funds 

Federal income and excess profits taxes 

Deduct Inventories corned forward to next year 

Costs allocated to year 

Profit for year 


$114,165,611 
251 814 222 

137 785 886 

10 564 547 
1 640 523 

44 990 000 
$5^960 789 

105 501 835 


Add 

Profit employed in the busmess at beginning of year 


Deduct Dividends paid in cash during year 

Preferred stock—$4 20 per share S 1,023750 

Common stock—$3 00 per share 11,455725 

Profit ompbyed in the business at end of year 


OlOtOMIOIlf 1 


$ 477 , 577,014 


455 458954 

$ 22 , 118,060 


79,018903 
$101 136^963 


12,479,475 
$ 88,657,488 



904 


INTERMEDIATE ACCOUNTING 


CATERPILLAR TRAaOR CO. 

and U. S. subsidiary 

Notes to Flnoocial Statemoiits 


1. Bofif of stating inventerias 

Imcntorics arc st itcd with minor c\i.cptions, on the basis 
of the "last in, first out" method of inventory atcountiny^ 
adopted foi ftdtral income tax purposes January 1, 1950 
7 his IS a generally accepted accounting method designed to 
allocate incurred costs in such a manner as to relate them to 
revenues more nearly on the same cost price level basis than 
would the ' first in, first out” method used prior to 1950 1 he 
general effect is to exclude from rc|X)rted profits a major por 
lion of the me leases in inventory costs which result from 
rising cost levels 

Accordingly, tiu cjuintitiis of mvcniuties at JXcember ^1, 
1952, equivalent to the cjuantities at January 1, 1950, are 
stated at cost levels prevailing at that earlier date Quintitics 
at December 31, 1952, in excess of those at January 1, 1950. 
arc stated on the basis of the earliest costs incurred in the 
jcai in which the quantitii s increased 

2* Basif aff aliocating coil of focilllioi to 
oporotionf 

The gent rally accepted accounting principle followed with 
lespoct to buildings, machinery and equipment is the svstc 
matic allocation to cich \c irs operations of a portion of the 
original cost of these facilities The plant assets currently in 
use by the Compati) were however, acquired over many years 
at cost levels which varied fiom )tar to )car and which were 
lower than the levels ol current costs The portion of the 
original cost of these assets allocated to 1952 and used m 
determining profit was therefore substantially lower than it 
would have been if the alloc ition had been made on the 
basis of current icplicemenf cost levels 


3. Capifai stock 

'I he authorized capital stock of the Company consists ol 
350,000 shares of $100 par value cumulative preferred stock 
issuable m two or more senes and 5,000,000 shares of $10 
par value common stock The issue'd capital stock consists of 
250,000 shares ol cumulative preferred stock of which 
240 000 shares are outstanding, and 3 819,012 shares ol 
common stock, all of which ate outstanding 

The annual dividend rite for the outstanding shares ol 
cumulative preferred stock is 4 20% Should any additionil 
shares of cumulative preferred stock be issued, the dividend 
rate on such additional shares would be established by the 
Board of Directors piior to their issumcc 

A sinking fund proMsiun rcquiies, in genenl the retire 
ment each )car of of the greatest number of shares ol 
preferred stock previously issued In accordance with this pro 
vision 5,000 shires of preferred stock were retired in each of 
the years 1951 and 1952 

A restricted stock option plan was adopted by the share 
holders during the year Under this plan 150,000 shares ol 
authorized but unissued common stock wcic resened for 
issue to officers and other key employees at not less than 95‘T 
of the market price at the time of granting the option Options 
were granted on January 30, 1952, for 20,101 shares at 
$47 50 per share, equal to 95% of the market price of $50 00 
per share on that date The option period is three years fiorn 
the date of granting the option as to 50% of the shares sub 
jeet to each option and seven years fiom the date of granting 
the option as to the other 50% of the shares subjejet to cacb 
option Options for 532 shares had been exercised by Dcccm 
ber 31, 1952 


Independent Aeditert’ Report 

To the Shaicholders 

In our opinion, the iccompanying financial stitcmciits present f inly the position ol Catcipillar liactor Co and its wboll\ 
owned subsidiary, Irickson Company, at Diccmlicr 31, 1952, and the rcuilts ol ihtir operations lot the yen then cndul, in 
conformity with gcmcrally accepted accounting principles applied on a bisis conastent with tint ol the picccding year Ibi> 
opinion is based cm an examination of the statements whuh was nndc in accordance with generally accepted auditing 
standards and included such tests cil the accounting records and such other luditing proccduies as we considered necessary in 
the circumstances 

VV^e have made annual examinations of the accounts of the Cninpiny since incor|X)ration and m our opinion, statements 3 
through 7 present fairly the historical financnl data included therein 


CHICAGO. JAM1AR\ 19. 1953 


Price Waterhouse £> Co. 
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THE PENNSYLVANIA SALT MANUFACTURING COMPANY 

The following features are of mterest in \iewing the financial statements 
and accompanying notes taken from the annual report of the Pennsyl¬ 
vania Salt Manufacturing Co. 

Four financial statements for the year are presented under the headings 
Consolidated Balance Sheet, Consoliciated Statement of Earnings, Statemejit 
of Amounts Paid In for Stock in Excess of Par Value, and Statement o( 
Accumulated Earnings Retained and Employed in Business. Statements are 
presented in comparative lorm. Financial statements are accompanied by 
several supplementary statements reproduced here* (1) Disposition of Net In¬ 
come, (2) Source and Disposition of forking Capital, and (8) 15 Year Re\?ew. 
Another report. Summary ol Funds Emp)loyed in Business, is not reproduced. 

Consolidated Balance Sheet. The balance she(‘t is pr< pared in the con¬ 
ventional account form. The balance sheet makes i b‘rence to inventory 
valuation procedure. U. S. goxernment tax note's are applied against federal 
income taxes payable in arri\ing at the taxes payable balance. Full data are 
given concerning long-term debt and capital stock authorized and outstanding. 

Statement of Consolidated Earnings. Tin earnings summary is prepiared 
in multiple-step form with designations for (i net oj^orating earnings, (2) net 
earnings before income taxes, (8) net earnings before' minority interest, and 
(4) net earnings for year. 

Statement of Amount Paid In for Stock in Excess of Par Value. Compara¬ 
tive balances in ‘^Amount Paul In for Stock in Excess of Par Value” on the 
balance sheet are reconciled by reporting this balance* as of the beginning of 
the year, increases arising irom the issue ot stock on its sale and exchange, 
and decrease represented by costs incurred in the* sale of stock. 

Statement of Accumulated Earnings Retained and Employed in Business. 
Comparative balances irC^ Accumulated Earnings Retained and Employed in 
Business” as reported on the balance she(*t are reconciled by reporting this 
balance as of the beginning of the year, the increase from earnings for the 
year, and decreases from dividends and nonrecurring charges. The auditors' 
certificate is not reproduced (Edw. A. Coughlan Co., Auditors). 

Disposition of Total Income. A compiarative summary is provided showing 
how the income from sales for the year was applied to i>usin *ss us*. 

Source and Disposition of Working Capital. Sources and applications of 
working capital are listed in detail. The net change in working capital for the 
year is thus fully explained and reconciled. 

15 Year Review. A summary of significant financial data and relationships 
is presented in comparative form for a 15-year period, 1988 1952. Among 
data presented are: working capital, fixed asset, long-term debt, and capital 
totals; sales and net income totals; per cent earnings on sales and share 
owners’ investment; common stock per-share earnings; dividends; and aver¬ 
age market price of stock outstanding. 
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INTERMEDIATE ACCOUNTING 


The Pennsylvania Salt 
Consolidated 

DECEMBER 31 , 


ASSETS 

1952 

1951 

Current Assets: 

Cash in Banks and on Hand . 

U.S. Government Securities and Municipal Housing Bonds 
Guaranteed by U.S. Government (at cost, which approximates 

$ 3,678,495 

$ 2.642,477 

market). 

Accounts and Notes Receivable (Leas—Allowance for Doubtful 

2,282,008 

4,313,687 

Receivables). 

6,539,531 

6,067,196 

Prior Years* Federal Income and Excess Profits Taxes Refundable 
Inventories (at lower of first-in first-out or standard cost or 
market, except for inventory items aggregating $2,192,668 in 

1952 and $2,107,552 in 1951 valued at base cost, last-in first-out) 
Total 1952—$13,107,454; 1951—$14,018,105: 

237,658 

135,487 

Finished Goods. 

5,547,402 

5,503,038 

Goods in Process. 

1,104,803 

1,164,388 

Raw Materials. 

2,800,066 

2,779,319 

Supplies . 

3,655,183 

4.571,360 

Total Current Assets. 

25,845,146 

27,176,952 

Investments and Other Assets (at cost): 

Investments in Affiliates Not Consolidated. 

144,304 

244,304 

Miscellaneous Investments and Other Assets. 


21,301 

Total Investments and Other Assets. 

171,657 

265,605 

Land, Bnildings, and Equipment (at cost): 

Land, including Mineral Rights. 

1,955,616 

1,856,607 

Buildings. 

12,843,671 

12,028,138 

Equipment. 

48,041,115 

41,283,244 


62,840,402 

55,167,989 

Less—^Allowance for Depletion, Depreciation and Amortization 

28.212,697 

25,993,387 

Net Land, Buildings, and Equipment . 

34.627,705 

29,174,602 

Goodwill, lYademarks, Patents, Etc. (Net of Amortization) . . 

60,528 

55,672 

Defaifed Chaijgcs .. . 

1,496,886 

1,175,241 

TOTAL ASSETS 

62,201,922 

57,848,072 

Note: The Consolidated Balance Sheet includes Sharpies 



Chemicals Inc. for both 1952 and 1951. 
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Manufacturing Company 
Balance Sheet 

IIK AND 1H1 


LIABILIT1CS 

1952 

1951 

Ciurcnt Liabilltki: 

Long-Term Debt—Amounts Due Within One Year 

$ 317000 

$ 448,000 

Accounts Payable, including Trade Acceptances 

4,551.729 

3,662,105 

Federal Income and Excess Profits Taxes Payable, less U S Gov 
ernment Tax Saving Notes totalling $1,312,285 in 1952 and 
$h008,700 in 1951 

2,105,670 

6,565,343 

Sundry Taxes and Other Accruals 

561,106 

622,800 

Amounts Payable under Agreements for Purchase of Property 

194.540 

252,879 

Provision for Contamers Returnable 

319,335 

294,789 

Total Current LiabUities 

8.049.380 

11,845,916 

LoBg-Tcnn Debt: 

Note Payable, 3%, maturing July 1 1963, being reduced by an 
nual sinking fund payments of $200 000 each 

2 300 000 

2,500,000 

Notes Payable, 3'^%, maturing April 1 1964, to be reduced by 
annual sinking fund payments of $200 000 each, beg.nning 

April 1, 1954 

2 500,000 

2,500.000 

Note Payable, 4%, maturing October I 1959, being reouftd by 
annual fixed payments of $100,000 each and annual contingent 
payments based on earnings 

358 000 

606,000 

Lees—Amounts Due Within One Year, shoi^n under Current 
Liabilities . . 

5,158 000 

317,000 

5.606,000 

448,000 

Net Long-Term Debt 

4.841,000 

5,158,000 

Deferred LiabiUty: 

Employees' Retu-ement Benefits, payable over future yean 

1,525.000 

1.525,000 

Minority Interest in Capital of Consolidated Subsidiary 

2 865 

416,747 

CapHnl: 

Preferred Stock, $100 par value, authorized 150 000 shares divi 
dends cumulative, outstanding none 



Common Stock, $10 par value, authorized 1,500,000 shares out 
standing 1952—1,242,799 2 shares, 1951—1,074 410 4 shares, 
unissued shares reserved under stock option plan, 1952—50,000 
shares, 1951—none 

12,427,992 

10,744,104 

Amount Paid In for Stock m Excess of Par Value 

20.442,641 

13,995,140 

Accumulated Earnings Retained and Employed in Business 

14,429,542 

13,647.072 

Retamed Earmngs Appropriated for Insurance Fund 

483,502 

516,093 

Total Capitnl 

47,783 677 

38 902,409 

TOTAL LIABILITIES 

62.201,922 

57.848.072 
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Statement of Consolidated Earnings 


The Pennsylvania Salt 


For tho Yoart 19$2 and 1951 



1952 

1951 

NetSdet 

$57,484*298 

$47,554,688 

Lois 

Cost of Goods Sold (excluding repairs, amortization, 
and depreciation) 

33 958,873 

23,876,761 

Repairs and Mamtenance of Buildings and Equipment 

4,660,102 

3,748,997 

Amortization of Emergency Facilities 

470,423 

271,195 

Depreciation of Buildings, Equipment, and Patents 
Selling, Administrative, and General Expenses 

2,922,818 

2,152,272 

(excluding repairs, amortization, and depreciation) 

9.186,525 

7,389,092 


51,198,741 

37,438,317 

Net Operating Earnings 

Add—Other Income: 

6,285,557 

10,116,371 

Interest and Dividend Income, 

Sundry Plant Earnings, and Miscellaneous 

648,775 

795,911 


6,934,332 

10,912,282 

Less—Other Deductions: 



Interest Expense Special Inventory Adjustments, 

Sundry Plant Losses and Miscellaneous 

642,238 

731,692 

Net Earnings before Income Taxes 

Less 

6 292,094 

10,180,590 

Federal and State Income ana Excess Profits Taxes 
(after $381 721 carry back tax credit for 1952) 

3 073 904 

6,638,281 

Net Earnings before Minority Interest 

Less 

3,218,190 

3,542,309 

Minority Interest in Net Earnings of Consolidated 
Subsidiary 

248 

_ 

Net Earnings for Year 

3,217 942 

3,542,309 

Note: Since control of Sharpies Chemicals Inc was 



not acquired until the latter part of December 
1951, the earnings of Sharpies Chemicals Inc 
have been excluded from consolidated earnings 
for 1951 but are included m consolidated 
earnings for 1952 
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Hamfajcluring Company 

Statements of Additional Capital and Retained Earnings 


STATEMENT OF AMOUNT PAID IN FOR STOCK IN EXCESS OF PAR VALUE 


ForthtYtara 1962 and 1K1 

1952 

1951 

Balance at Baflnnlng of Year. 

$n,995.140 

$10,051,763 

Add 



Amourn Paid In representing excess of fair market value over 
par value of Common Stock issued in exchange for stock of 
Sharpies Chemicals Inc. 

668.290 

3.862.989 

Amount Paid In from sale of Common Stock above par . . 

^ ‘*89.515 

80.388 


20.652.945 

13,995,140 

Less 



Commissions and Expenses Paid in connection wi;h sale of 
Common Stock. 

210.104 

1 

Balance at End of Year. 

20.442.641 

13.995,140 





STATEMENT OF ACCUMULATED EARNINGS RETAINED AND EMPLOYED IN BUSINESS 


For the Years 1962 and 1951 

1952 

1951 

Balance at Beginning of Year. 

Add 

$13,647,072 

$14..366.IR5 

Net Earnings for Year, per Statement of Consolidated Eainings 

3 217.942 

3..542.309 

Total. 

Lest 

Cash Dividends on Common Stock ($1.70 per share in 1952; 

16.865,014 

17,908,494 

$2.00 per share in 1951). 

2,050,612 

1,997,960 

Expenses of Acquisition of Sharpies Chemicals Inc. 

Excess of fair market value of Common Stock issued in ex¬ 
change for stock of Sharpies Chemicals Inc., over proportion¬ 

302 

40,560 

ate book value of Sharpies Chemicals Inc. 

384.558 

2,222,902 

Total Deductions. 

2,435,472 

4.261,422 

Balance at End of Year. 

14,429,542 

13,647,072 
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The Pennsylvania Salt Manufacturing Company 

Disposition of Total Income 


For tht Yoart 1952 and 1951 



1952 


1951 


Total income from sales to our customers 
Other income. 

$57,484,298 

648,775 


$47,554,688 

795,911 


Total Income. 

58,133,073 


48.350,599 


The above total was disposed of as follows: 





For compensation to officers. 

279,323 

.5% 

389,247 

.8% 

For all other operating compensation and 
pensions to employees. 

14,531,793 

25 0% 

10,817,558 

22.4% 

For taxes to federal, state, and local govern* 
ments. 

4,165,421 

7 2% 

7,461,252 

15.5% 

For the purchase of raw materials and for 
all other operating costs to outsiders . . . 

32,545,353 

56.0% 

23,716,766 

49.0% 

Amount set aside to replace buildings, equip¬ 
ment. and other capital assets exhausted 
from use. 

3.393,241 

5.8% 

2,423,467 

5.0% 

For dividends paid to the share owners of 
the company. 

2,050,612 

3.5% 

1,997,960 

4.1% 

Earnings retained in the business for expan- 
sion and for contingencies. 

1,167,330 

2.0% 

1,544,349 

3.2% 

Total Income. 

58,133.073 

100.0% 

48,350,599 

100.0% 
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The Pennsylvania Sail Manufacturing Company 

Source and Disposition of Working Capital 


For th* Vmm 1M2 and 1951 



1952 

1951 

Source of New Working Capital: 



Net Earnings for Year . .... 

$ 3.217,942 

$ 3,542,309 

Net Earnings applicable to minority interest . . 

248 


Amortization and depreciation charged off ... 

3,393,241 

2,423,467 

Net proceeds from sale of new common stock . . 

7,332,701 

99,528 

Net book value of land, buildings, and equipment 



sold or retired, less reconstruction charges .... 

535,351 

14,561 

Net book value of investments and other assets con* 



solidated or retired. 

104,000 

2,800 

Addition to deferred liability for employees* retire- 



ment benefits. 

— 

125,000 

Total New Working Capital Received ..... 

14 583.483 

6,207,665 

Disposition of Working Capital: 



Dividends paid ... . 

2.050,612 

1,997,960 

Total additions to land, buildings, and equipment 

9,377,791 

6,424,163 

Investment in foreign affiliates not consolidated . . 

_ 

89,597 

Additions to miscellaneous investments . . . 

10,052 

_ 

Additions to patents .... .... 

8,760 

— 

Additions to deferred charges. 

321,645 

18,872 

Provision for reduction of long-term debt . . . 

317,000 

200,000 

Expenses of acquisition of Sharpies Chemicals Inc 

302 

40,560 

Special charge to retained earnings appropriated for 



insurance fund . . 

32,591 


Total Working Capital Expended . 

12.118,753 

8,771,152 

Net Increase or (Decrease) in Working Capital 

2,464,730 

(2,563,487) 

Accounted for as follows: 



Working Capital at End of Year: 



Current Assets . 

25,845.146 

24,410.684 

Less —Current Liabilities. 

8,049,380 

10,564,135 

Net Working Capital . 

17,795,766 

13,846,549 

Working Capital at Beginning of Yean 



Current Assets . . 

27,176,952 

22,832,775 

Less —Current Liabilities . 

11 845,916 

6,422,739 

Net Working Capital . 

15,331,036 

16,410,036 

Net Increase or (Decrease) in Working Capital 

2,464,730 

(2,563,487) 

Note Working Capital for 1951 excludes Sharpies 



Chemicals Inc 
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The Pennsylvania Salt 

15 Year 


VMr 

N«t 

Workinc 

C«plt>r 

Find Aueui 

Tout 

Aucu 

Long* 

Term 

DrbI 


Share 

Ownen* 

tnveilmenl 

Sham of Slock 
OuUtandmgi 

Orow 

N« 

Common 

PretfrrtJ 




1938 

S 6,697 

S 19,611 

$ 8.199 

$16,282 

s - 

S — 

$16,655 

750 

— 

1939 

7,512 

20,688 

8,299 

17,703 

- 

- 

18,102 

750 

- 

1940 

8,213 

19,688 

7,775 

20,548 

- 

150 

17,646 

750 


1941 

5,958 

22.869 

10,521 

23,025 

- 

400 

18,114 

750 

- 

1942 

5,380 

23,071 

11,168 

24,118 

- 

800 

18.411 

750 

- 

1943 

6,049 

24,728 

10,941 

24,911 


1,000 

18,944 

750 


1944 

7,055 

25,521 

10,502 

24,299 

- 

940 

19,382 

750 


1946 

9,729 

26,403 

8,387 

23,368 


590 

19,696 

750 


1946 

9,604 

27,363 

9.847 

25,052 


590 

20,571 

750 

- 

1947 

11,485 

11,031 

14,766 

11,962 


792 

26,267 

757 

47 

1948 

9,481 

18,806 

20,211 1 

35,432 

3,000 

709 

27,125 

764 

44 

1949 

11,206 

42,011 

21.992 

38,858 

5,500 

625 

28,119 

767 

41 

1950 

16,410 

44,617 

23,706 

47,728 

5,000 

1,400 

34,905 

997 


1961 

15,331 

55.168 

29.175 

57,848 

5.158 

1,525 

38,902 

1.074 

- 

1952 

17,7% 

62.840 

14,628 

62.202 

4,841 

1,525 

47,784 

1,241 

- 


• Includes land, buildings, machinery and equipment 
2 Adjusted for 5 to 1 split in 1945 





4 Average of yearly high and low 
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INTERMEDIATE ACCOUNTING 


ARMOUR AND COMPANY 

The following features are of particular interest in viewing the financial 
statements and accompanying notes taken from the 1952 annual report of 
Armour and Company. 

Three financial statements for the year are presented headed ** Consoli¬ 
dated Earnings Statement/' Consolidated Statement of Capital and Paid-in 
Surplus and Earnings Employed in the Business," and ^'Consolidated State¬ 
ment of Financial Position." Earnings and position data are developed in 
comparative form. 

Consolidated Statement of Financial Position. The Statement of Finan¬ 
cial Position develops a working capital balance and states the ratio of current 
assets to current liabilities. Noncurrent assets are then added to working 
capital in arriving at a "Current assets — less current liabilities" total on the 
left-hand side of the statement. This total is balanced by long-term liabilities 
and capital items reported on the right hand side of the statement. Observe 
on this statement the full description of the inventory valuation procedure, 
complete data for long-term debt outstanding, and significant details with 
respect to capital stock issues outstanding. Reporting for the cumulative 
preferred issue is accompanied by a parenthetical remark summarizing data 
concerning dividends in arrears. Note the detailed information in the capital 
section concerning earnings appropriations; appropriations have been included 
for inventory price decline, for contingencies, and for preferred stock retire¬ 
ments. 

Consolidated Earnings Statement. The Earnings Statement is prepared 
in single-step form, a summary of all revenue items being followed by all costs. 
Comparative detail for the full fiscal period as well as detail for the final 
portion of the fiscal period is offered. 

Consolidated Statement of Capital and Paid-In Surplus and Earnings 
Employed in the Business: The Statement of Capital and Paid-in Surplus 
and Earnings Employed in the Business offers a reconciliation of surplus data 
presented on the comparative balance sheet. 

Notes to Financial Statements. Observe the reference to contingent lia¬ 
bilities under " Guarantees" in the Notes to Financial Statements. Notes also 
provide full data concerning bond indenture requirements as to payment, 
sinking fund requirements, etc. Information is also provided here relating to 
the restrictions upon the availability of earnings for dividends that are found 
under the provisions of the articles of incorporation and the indentures relating 
to long-term debt. 
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ARMOUR and COMPANY 
and DOMESTIC SUBSIDIARIES 

SOilDATED iARNlMGS STATKMiNT 



(•) 


(•) 




14 Weeks 


13 Weeks 

53 Weeks 

52 Weeks 


Ended 


Ended 

Ended 

Ended 

Nov. 1. 1952 

Oct 27, 1951 

Nov 1, 1952 

Oct 27, 1951 

Sales, including service revenues — — — f 

617.382,067 

$ 

562,091,551 

$2,184,033,435 

$2,215,201,235 

Dividends received from 






Foreign subsidiaries- - 

70,000 


300.000 

138,821 

705,348 

Other investments- 

33,379 


42,227 

56,604 

82,742 

Interest on securities and receivables — — 

56,900 


45,000 

231,803 

201,908 

Miscellaneous income- — 

582,390 


346,041 

996,044 

1,065,591 

Total income-— - - — $ 

618,124,736 

S 

562.824,819 

$2,185,456,707 

$2,217,256,824 

Costs' 






Cost of products, supplies and servioe 






(exclusive of items below)-S 

571,214.748 

% 

524,094,351 

$2,030,774,607 

$2,054,091,799 

Selling, advertising, general and administrative 






expenses - 

28,104,709 


23,471,689 

103,725,226 

95,209,665 

Provision for depreciation- 

3,228,887 


3,084,652 

12,207,383 

10,978,952 

Taxes (other than income taxes)- 

2,993.794 


2,539,800 

12,013,312 

12,024,767 

(Contributions to employes’ pension funds- 

611,180 


1 662,056 

4,223,885 

4,900,350 

Interest expense 






Current debt --—-— 

745,386 


553,40^ 

3,388,308 

2,208,865 

Long term debt -- 

1,180,100 


1,112,140 

4,458,115 

4,443,254 

Net amortization of debt (premium) 






discount and expense- 

(12,014) 


(51.927) 

19,458 

(29,716) 

Miscellaneous deductions- - 

415,071 


124,762 

925,550 

1,093,072 

Provision for Federal income taxes-- 

4,536,089 


3,275,197 

6,341.089 

15,695,197 

Provision for other income taxes - 

42,282 


130,619 

239,289 

611,615 

Total costs- % 

613,060,232 

r 

559,996,742 

$2,178,316,222 

$2,201,227,820 

Earnings - - — I 

5,064,504 

% 

2,828,077 

$ 7.140,485 

$ 16,029,004 


(a) The interim ■lalements of carnmgt within the fiscal year are not separately examined by the independent public aceountanU 


COHSOLIDATEP STATEMENT 

OF CAPITAL AND PAID-IN SURPLUS AND SARNII 


For The 53 Weeks Ended November 1, 1952 ' . 

Gtpital and Paid in Surplus Earnings Employed in the Business 

Parent and (b) 


Domes tid 
Subsidiaries 

Balance, October 27. 1951 - I 33,4«5,053 

Earnings- 

Dividends paid on $6 Prior Preferred 

Stock. $3 00 per share-- - 

Dividends*paid to parent company- — 

Balance, November 1. 1952 -$ 33,485.053 


Foreign Appro Unappro 

Subsidiaries pnated priated Total 

S 5,773,404 $ 34,021,983 I 82,013,716 1116,035.699 
1,081,930 — 7,140,485 7,140,485 

— — (1,500,000) (1,500,000) 

(138,821) — ~ — 

I 6,716,513 $ 34,021,983 $ 87,654,201 1121.676,184 


(b) Ariaing from adjustment of parent company's invasUneota for undistributod earnings of such subsidiarias 
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INTERMEDIATE ACCOUNTING 


ARMOUR and COMPANY and DOMESTIC SUBSIDIARIES 


CONSOLIDATID STATIMCNT 

unn-uii (vunn lUMHmn 

Nov. 1, Oct. 27, 

Cash-$ 25340.095 I 31,035,537 

Accounts and notes receivable (less reserveaS2,463,070—<1952,12,439,317—1951)> - 83,883,521 82,613,876 

Inventories— certain products valued at cost on basis of "laaMn, first-out/' balanee of products 
and supplies at the lower of cost or market eacept as to products whm coal was not ascertainable, 
which products were valued st market less allowance for selling eapense 

Products. 164,910,894 170,652,902 

Supplies-- 17,824,785 23,906,622 

1291,959,295 $308,208,937 

Current Liabilities 

Notes payable-- 70,404,454 71,243,721 

Accounts payable, including payrolls, interest, etc- 34,159,535 33,514,046 

Reserve for Federal income taxes 

For current year- 6,341,089 12,702,097 

For possible additional taxes of prior years- 4,790,517 10,217,603 

Reserves for general and social security taxes- 4,956,459 6,126,980 

I/ing term debt and subordinated long term debt payable within one year (less 

$4,128,000 deposited with Trustee thcreagamst—1951)- 6,228,400 6,553,400 

$126,880,454 11^,357,847 

forking Capital (Current Assets less Current Liabilities)- - - 165,078,841 167,851,090 

Ratio of Current Assets to Current Liabilities — - — (2 30) (2 20) 

Investments and Long Term Receivables 

Foreign Subsidiaries ' 

Capital stotk (at equity in net worth less lescrve) - -- — 11,607,154 10,664,025 

Receivables -- - - -- - - 14,968,843 13,898,963 

$ 26,575,997 $ 24,562,988 

Funds deposited with trustees - - - — - -- 3,997,153 110,489 

Others—at cost or less - - -- 1,890,572 1,689,050 

$ 32.463,722 $ 26,362,527 

Construction Fund - 1.939,970 4,510,020 

Fixed Assets 

Und - - - -- - - - I At less than cost) 22,190,789 22,601,070 

Buildings, machinery and fixed equipment - -- -) in the aggregate I 209,331,759 198,064,496 

Reserve for depreciation- --(95,240,855) (90,084,952) 

Refrigerator cars, delivery equipment, tools, etc at cost less reserve for depreciation- 29,656,037 30,782,088 

$165,937,730 $161,362,702 

Patents and Processes - - ---- 1,229,103 — 

Deferred Charges - - - - - 2,723,152 2,635,276 

Total Assets — Less Current Liabilities - -$369,372,518 $362,721,615 
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PINANCIAl POSITION AT NOVIMtIR 1, 1952 AND OCTOSER 27, 1951 


Long Tern Dd}t: 

2% Serial Promuaory Noie$, due II 000,000 semi annually to July 1, 1956 - 

First Mortga^ Twenty-Five Year 2J^% Sinking Fund Bonds, Senes F, due July 1, 1971 

First Mortgage 3% Sinking Fund Bonds, Series C, due July 1, 1971- 

3H% Sinking Fund Debentures, due September 1, 1968 - 

Agreements for the purchase of refngerator cars, payments due quarterly to October, 
1958 --- - 


Subordinated Long Term Debt: 

Cumulative Income Debentures (Subordinated), due November 1, 1972 


Preferred Stock —16 Cumulative Convertible Prior Preferred Stock—no par value (stated 

value $100 per share) authorized 500,000 shares, issued S(X/,0(X) shares - 

(DivMaiult in arnan at Oeiabcr 1. 19&2-t 12.00 pei thare awragaliag 16,000,000) 


Common Stock—ptr value 15 per share—authorized 15,000,000 shares, issued 
4,065,712 shares at November 1, 1952 - -- 


Capital and Peud-in Surplus: 

Parent company and domestic subsidiaries — 
Foreign subsidiaries (undistributed earnings) 


Earnings Empbyed in the Business: 

Appropriated for: 

Inventory price decline-- - --- 

Contingencies-- - "* 

Payment of interest and sinking fund on subordinated debentures- -- 

Cost of retirement of $3,299,600 stated value of $6 Cumulative Convertible Prior 
Preferred Slock and $3,371,500 par value of 7% Cumulative Preferred Stock - - 
Unappropnated - -- -- - --- -- 


Nov. 1, 
1952 

Oct. 27. 
1951 

$ 6,000,000 
50,000,000 
11,646,000 
36,400,000 

$ 8,000,000 
50,000,000 
5,586,000 
37,600,000 

6,845,208 

8,250,896 

26.275,000 

27.662s000 

$137,166,208 

$137,098,896 

50,000,000 

50,000,000 

20,328,5f)0 

20,328,563 

33,485,053 

6,716,513 

33,485,053 

5,773.404 


17,500,000 

17,500,000 

993,100 

993,100 

7,875,000 

7,875,000 

7,653,883 

7,6.53.883 

87,654,201 

82,013,716 

$121,676,184 

$116,035,699 

$369,372,518 

$362,721,615 


Total Investors' Equities 
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INTERMEDIATE ACCOUNTING 


ARMOUR and COMPANY and DOMESTIC SUBSIDIARIES 

NOTES TO riNANCIAL STATEMENTS 

Federal Income Taxes, 

The provision for Federal income taxes shown on the Consolidated Earnings Statement includes $64,300 in the 1952 
fiscal year and 1150,400 in the 1951 fiscal year in respect of excess profits tax liabilities of certain consolidated subsidiaries 

Guarantees 

Notes payable of foreign subsidiaries were guaranteed by Armour and Company in the amounts of $10,476,827 at 
November 1, 1952 and $9,565,699 at October 27, 1951 


Long Term Debt 

Long term debt maturities and sinking fund requirements for the fiscal year 1953 aggregating $4,841,400 have been 
deducted from long term debt and included in current liabilities at November 1, 1952 A like amount is payable in the 
years 1954 and 1955 The amount payable in 1956 will be $5 641,400 and in 1957 $6,141,400 

A sale of $12,000,000 principal amount of First Mortgage 1% Sinking Fund Bonds Series C, due July 1,1971 was nego 
tiated in March, 1951 at 98H% of principal amount $5,700,000 of these bonds were issued in April, 1951 and the 
balance of $6,300,000 were issued on March 5, 1952 


Subordinated Long Term Debt 

The indenture under which the Income Debentures were issued provides that the company pay into the sinking fund 
in each year after 1947 an amount sufficient to bring total sinking fund payments up to an average of at least $1,400,000 
per annum during such period The amount of the required payment in any one year may be greater or less than $1,400,000 
under a formula based mainly on the company's earnings The amount required to be paid into the sinking fund on Sep 
tember 15,1953 is $1,408,384, which will be used to redeem 81,387,000 principal amount of debentures The latter amount 
has been deducted from subordinated long term debt and included in current liabilities at November 1,1952 


Authorized and Unissued Preference Stocks 

At a special meeting held July 17,1946, the shareholders adopted an amendment to the Articles of Incorporation which 
provided for the authorization of 500,000 shares, without par value of a class of stock designated ' First Preference Stock’ 
and 350,000 shares without par value, of a class of stock designated "Second Preference Stock ’ These shares were unissued 
at November 1, 1952 

Earnings Unrestricted for Dividends 

Under the collective provisions of the Articles of Incorporation and the Indentures relating to Long Term Debt, 
$30,813,095 of the Earnings Employed in the Business was unrestricted for the payment of dividends on preferred stock at 
November 1,1952 Because of the unpaid accrued dividends on preferred slock, none of the Fjirnings Employed in the Business 
was available for the payment of common dividends at November 1, 1952 Had these accrued dividends on preferred stock 
been paid, then under the collective provisions of the Articles of Incorporation and the Indentures relating to Long Term 
Debt, $9,501,619 of the Earnings Employed in the Business would have been unrestricted for the payment of dividends on 
common stock at November 1 1952 


ACCOUNTANTS’ REPORT 


To the Board of Directors of Armour and Company 

In our opinion, the accompanying consolidated statement of financial position and the related consolidated statements 
of earnings and of capital and paid in surplus and earnings employed in the business present fairly the position of Armour 
and Company and its domestic subsidiaries at November 1,1952, and the results of their operations for the fiscal year then 
ended in conformity with generally accepted accounting principles applied on a basis consistent with that of the preceding 
year This opinion is based on an examination of the statements which was made in accordance with generally accepted audit 
mg standards, and included such tests of the accounting records and such other auditing procedures as we considered 
necessary in the circumstances 

Chicago, January 5, 1953 


PRICE WATERHOUSE & CO 
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AMERICAN TELEPHONE AND TELEGRAPH COMPANY 

The following features are of particular interest in viewing the financial 
statements and accompanying notes taken from the 1952 annual report of 
American Telephone and Telegraph Company. 

Three financial statements for the year are presented under the conven¬ 
tional headings, Balance Sheet, Income Statement, and Statement of Retained 
Earnings. The balance sheet and the income statement are presented in 
comparative form. 

Balance Sheet. Plant and other long-term assets are listed first in pre¬ 
senting assets, and the capital and funded debt are listed first in presenting 
equities. Emphasis is thus placed upon long-term assets and the methods of 
their financing rather than upon the working capital data, an order of pre¬ 
sentation whicli is typical for balance sheets of public utility enterprises. It will 
be observed that current assets and current liabilitif»s f.i^m only a small fraction 
of the respective asset and equity totals. 

Income Statement. The income statement is p/epared in multiple-step 
with a series of revenue and income designations as: (1) total operating reve¬ 
nues, (2) net operating revenues, (3) net opeiating income, (4) income avail¬ 
able for fixed charges, and (5) net income The earnings per share are pre¬ 
sented following the net income determination. Such calculation is based 
upon the average shares outstanding as indicated by the notes accompanying 
the statement. 

Statement of Retained Earnings. Special charges and credits arising 
during the year are recognized as adjustments to retained earnings and are 
presented on this statement. These include certain organization costs that 
are written off, as well as other miscellaneous and presumably non-recurring 
charges and credits. The change in retained earnings is reconciled here. 

Notes to Balance Sheet and Income Statement. Observe the full descrip¬ 
tion of debenture conversion privileges and the reservations of authorized 
and unissued shares to meet such future conversions in note (b). A summary 
of employee stock purchase plans in explanation of the''Common Stock In¬ 
stallments’" balance presented in the Capital Stock Equity section on the 
balance sheet is found in note (cj. Notes are followed by a statement of the 
company’s pension plan and its administration. The " Certificate of Audit” 
has not been reproduced here (Lybrand, Ross Bros, and Montgomery, 
Auditors). 

Additional Summaries and Statements. It should be observed that nearly 
six billion dollars in the asset total represents investments in subsidiary com¬ 
panies. In order to present the full economic implications of such investments 
and subsidiary control, the company prepares consolidated statements sum¬ 
marizing position and operation as though the related units were one entity. 
The consolidated statements referred to as the "Bell System Financial State¬ 
ments” are included in the annual report for the American Telephone and 
Telegraph Company but have not been reproduced here. 
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INTERMEDIATE ACCOUNTING 


AMERICAN TELEPHONE AND TELEGRAPH COMPANY 


Balance Sheet 

ASSETS 


Plant and Other Investments 

Icicphone Plant (a) 

Telephone Plant in Service . 

Telephone Plant iinclcr Construction . 

Property Held for Futuic 'I'clcphonc Use . 

December 31, 
1952 

$1,013,835,400 

360,476 

December 31, 
1951 

$ 940,444,830 

- 4 -o 35 - 5'7 

473,968 


$1,056,530,038 

$ 964,954,315 

Less: Depieciation Reserve . 

Provision to meet loss of investment in Telephone 
Plant upon its ultimate retirement from service. 

404,887,703 

373 -* 51.085 


$ 651,642,335 

$ 591,803,230 

Investments in Subsidiaries — at cost (see pa^c 38) . 

Stocks . $5,720,206,498 

Advances . 196,260,000 

5,916,466,498 

5,302,746,670 

Other Investments—at cost (sec page 38) . 

Stocks . $ 6 o,c;45,8s8 

Miscellaneous . 473,077 

61,018,935 

74,868,116 

Toul . 

$0,629,127,768 

$5,969,418,016 

Current Assets 



Cash and Demand Deposits . . . 

Temporary Cash Iinestments . 

Comp)iscs at December 31 , 1952 LI. S. shoit-term obli¬ 
gations having a market value of $ 687 , 852 , 000 . 

$ 16,032,176 

687,850,286 

$ 15,291,209 

543,799,223 

Special Cash Deposits . 

1,505.350 

2,578,289 

Current Receivables . 

Amounts clue for service (less wserve amounting to 
$ 200,000 at December 31 , 1952 ), wot king advances, 
interest and dividends receivable, etc. 

44,464,681 

40,761,189 

Material and Supplies . 

Principally [or eonstiuction and mainicnanee purpose:^. 

11,004,218 

10,797,180 

Total Current Assets . 

$ 760,856,711 

$ 613,227,090 

Deferred Charges 

$ 2 . 47>.952 

$ 3.808,749 

Total Assets ... 

$7,392,456,431 

$6,586,453,855 


For notes, see page 923. 
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AMERICAN TELEPHONE AND TELEGRAPH COMPANY 

Balance SiiEET-Continued 

UABILimS 


Capital Stock Equity 

Common Stock—Par Value ($100 per sharc) . 

At December 31, ig^z—authorizcd, 60,000,000 shares; 
outstanding, 38,979,448 shares (b). 

Common Stock Installments (c) . 

Preniiuiii on Common Stock. 

Amount received in excess of par value. 

Retained Earnings (see page 36) . 

Total Capital Stock Equity. 


Funded Debt 
Convcitiblc De])cntures .... 
Other Debentures (cl) .... 

Total Funded Debt 


Current and Accrued Liabilities 

Dividend Payable . 

Accounts Payable . 

Interest Accrued . 

Taxes Accrued . 

Total Current and Accrued Liabilities 


Deferred Credits 

Uncxtinguisbcd Premium on Funded Debt. 

(After deduction of unamortized discount and expense.) 

Other Deferred Credits . 


December 51, 
1952 

$3,897,944,800 

55 . 797 -<> 3 » 

1 , 015 , 026,847 

349 , 250,056 

$ 5 , 298 , 019,334 


$ 471 , 861,500 
1 , 440 , 000,000 
$1,91 1,861,500 


$ 87 , 407,878 

28 , 202,513 

> 4 . 637 . 03 ? 

37.580.727 
$ 167 , 828,153 


$ 2 , 532.574 

12 , 214,870 

$ > 4 . 747.444 

$7.392.456,43> 


December 31, 
1951 

$ 3 , 317 , 945,000 

66,714,082 

797 . 713.867 

3 >2,569,989 

$4,494.942.938 


$ 489 , 317,300 
1,440,000,000 
$1,929,317,300 


$ 74 . 452.212 

23 . 248,354 
12,482,507 
36,480,199 
$ 146,663,272 


$ 2,918,241 

12,612,104 

^ >5.530.345 

$6,586,453,855 


Total Deferred Credits 
Toul Liabilities ... 
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INTERMEDIATE ACCOUNTING 


AMERICAN TELEPHONE AND TELEGRAPH COMPANY 

Income Statement 


Operating Revenues 

Toll Service Revenues (e) . 

License Contract Revenues . 

Received for services furnished telephone cowpanics. 

Miscellaneous Revenues . 

Less: Uncollectible Operating Revenues. 

Total Operating Revenues. 

Operating Expenses (f) 

Current Maintenance. 

Depreciation Expense . 

I’rafTic Expenses . 

Commercial Expenses . 

Operating Rents . 

General Aclnnnistration . 

Accounting ancl 'I’leasury Expenses. 

Development and Research (g) . 

Provision for Ihnplo)ees’ Service Pensions (h) . 

Employees’ Sickness, Accident, Death and Other Benefits 

Other General Expenses . 

Less: Expenses Charged Constiiution . 

Total Operating Expenses. 

Net Operating Revenues . 

Operating Taxes 

h’ederal Taxes on Income... 

Other 'J’axes—piincipally State, local and Soeul Security .. 

Total Operating Taxes. 

Net Operating Income. 

Other Income 

Dividend Income (i) . 

Interest Income . 

Miscellaneous Income . 

Less: Miscellaneous Deductions fiom Income (h) . 

Income Available for Fixed Charges. 

Fixed Charges 

Interest on ?^"unded Debt . 

Othc'r Interest . 

Less: Release of Piemiiim on Ininded Debt—net. 

Net Income. 

Earnings per sliaie ()) . 


Year 1952 
$230,296,579 
38,182,536 

15 , 986,778 

958,118 

$ 285 , 507,775 

$ 58 , 045,750 
58,295,423 
37,468,072 
9 . 7 -J-V 4 
4 - 757.884 
16,394,668 
11,918,533 
18,035,459 
8,085.183 
2,515,094 
6,814,735 
1,284,191 
$210,765,874 
$ 72 , 741,901 

$ 29 , 508,000 
16,315,074 
$ 45 , 82 3,074 
$ 26 , 918,827 

$ 368 , 198,853 
20,343,604 
1,747.246 
_ M4iri72 

$415,766,051 

$ 56,131,172 
1,206,293 
64,620 

$10.09 


Year 1951 
$219,521,792 
34 , 336,204 

14 , 842,217 

965,640 

$ 267 , 734,573 

$ 52,560,620 
35,207,244 
33 ^ 574 > 3 i- 

9,041,693 

4-453.784 

13.296,431 

10,161,121 

15,087,146 

7,207.235 

2.467,697 

5,367,098 

1.178.937 

$ 187 . 225.4 44 
$ 80,509,129 

$ 28,679,000 
15,596,211 
$ 44 . 27 ^^ 1 ' 
$ 36 , 233,918 

5333.834.158 

16,593.95° 

1,311,205 

1,128,863 

$ 386 , 844,368 

$ 57,968,655 
2,010,567 
__ 79 j^ 
$326,944,708 

$10.54 


Statement of Retained Earnings—Ycar 1952 

Balance—December 31 , 19;] . $312,569,989 

Net Income. $358,493,204 

Miscellaneous additions . 975,248 

Totm Arm HONS. $359,468,452 

DividendN declared. $319,754,772 

Organization and Capital Stock Isxpense charged off. 1,524,946 

Charge in connection with aeijuisition of telephone business and certain prop¬ 
erties from W'^stern Union Telegraph Company. 1,065,000 

Miscellaneous deductions. 443,667 

Total Deduciions . $322,788,385 

B.vlance—December 31, 1952 . $349,250,056 
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AMERICAN TELEPHONE AND TELEGRAPH COMPANY 


Notes id Bvlvnce Shu i and Income Sivtfment 


(i) Telephone IT lilt comprises Inul md buildings rights of w \\ poles wire ciblc under 
ground conduit s\\itehhoirds \elneles furniture etc \s requmd In the Unifoini S\stein of 
\ccoiints for Klephoiie Compinics Iccphoiie ITinl in Sctmlc lelephone ITint under 

Construction md lT()pert\ Held for I utnrc Uk| hone IKe ire stitcd it cost to the Comping 
except tint properh included there in \hich w is icc|uired from i predecessor owner is stitcd at 
its origin il vost when first eh die ited to the public use 1 xpenditures for piteiits line been ehirged 
off IS incurred iiul thus lie not meluded m the isset lecouiits 


(b) A tot il of q-iS6i5 iiithon/ed nnd unissued shires wis resersed it Decemb r 51, 1952 

foi eoincision of nehenlures is follows 1 ( :: shiies fir the I ifteen ^eir 2^4 Con eitiblc 

Debentures due Deeemher 15 igf 1 which ire eonxertihk it Sq pei shiie ^'’qoS"’ shires 
for the IweKe 'l ir Coinertihk Debentures due Mirch 1 j whieh ire eoineitiblc 

It Si^S pel sh lie md 2q)~e)S. shires for the Iwehe ’^cir Coinertible Debentures clue 

JuK ^1 1 I which ire coinertihk it ^i^h per shm ( Ih e incision prices lie sub|ect to 
uljustnient is pioxickd m the re jxetne Iiukntun s ) See ilso note (c) below 

(c) Instillment pnmeiils md inkiest ipplie iblc to shires imclei elect ms to purelnsc b) cm 
phnees of the Compiin md it subsidiuie under 1 mploxtes Stock IT ms I he ITiiis proxidc 
tint 111 empknee mn c iieel his election to purehise i \hole 01 m put it in> time md receive 
i refund which mn be t ikeii in c isli or ipphed to the purclns f shires \t December ^1 19^2 
instillment pninents were being nude on 1 7SJ 153 s nres of the 3000000 shues luthon/ed by 
the stockholders m 1 ^^o 

(d) Of th sc debentures $140000000 mituic m 1970 S775000000 from 1971 to 1980 md 
85^5 000 000 theieiftcr 

(e) Represents the Compiin s shire of totil revenues from toll business hmdkd jointly with 
subsiJimcs md other lelcjihonc comp lines of S-^6 i-j"oco m i;^*’ md SCS-' 245 oe^o in 1951. 

(f) Opel it mg expenses iie mcuired pimeipillv m pioviehng the Compiin s long distincc com 
miinie ition seiviees md in peifonmii^ I leeiise Contrut services fii nislied telephone eompunes 

(g) Cost of woik c irried on in behilf of the Compmv In Bell lelephone Liboiitories 

(h) 1 he totil provision for crnplovces service pen 10ns imounted to SS t;42 971 for 1952 md 
S" 6f ',0-’-^ for 1951 of which S4^7''SS for e leh )C ir w is ehirged to Miscell iiicous Deductions 
from Iiuime m order to eonipl) with iceountmg lecjuiienients of the lederil C ommume itioiis 
Commission I he Comjiiii} md its independent public iccountmts consider tint tins litter 
imount vv is 111 fict i nirrent (perifin^ expense 

fi) Ineludes dividends fiom subsidiine of :;43 *'60 m i9<;2 md 8329347169 in 1951. 

(j) Bised on ivenge shires outstmdm^—^ S3 S m 19^ md 31 o-.S 4S5 in 1951 


Amounts leenied foi emplo)ees service pensions ire pud to Binkers 1 rust Compmy as Trustee 
of the Pension I und estihhshed by the Conipmv hieh is irrevocibly devoted to service pension 
purposes Such Pension 1 und, which is not 1 put of the issets of the Conipanv, amounted to 
$87 291,362 on December 31, 1952 and is more than adequite to meet future pension piy 
ments for those now receiving pensions md those now entitled to retire on pension at their 
own request. 
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INTERMEDIATE ACCOUNTING 


LOCKHEED AIRCRAFT CORPORATION 

The following features are of interest in viewing the financial statements 
and accompanying notes taken from the 1952 annual report of Lockheed 
Aircraft Corporation. 

Three financial statements for the year are presented under the headings 
Consolidated Balance Sheet, Consolidated Earnings and Earnings Retained 
for Use in the Business, and Consolidated Additional Capital. Statements 
are presented in comparative form. Financial statements are supplemented 
by a summary of financial ** Highlights'* which is reproduced here. 

Consolidated Balance Sheet. The balance sheet is prepared in the con¬ 
ventional account form. Prepaid expenses are listed in the current assets 
grouping. An investment in a subsidiary company is reported at cost with 
full information concerning the change in the company’s equity in the sub¬ 
sidiary summarized in the notes in support of the statement. Reference is 
made to the number of authorized shares reserved in connection with stock 
option plans in summarizing the stockholders' equity. 

Consolidated Earnings and Earnings Retained for Use in the Business. 
The earnings summary is prepared in combined income and earned surplus 
form. Earnings for the year after income taxes are added to the retained 
earnings balance at the beginning of the year; from this total cash and stock 
dividend subtractions are made in arriving at the retained earnings balance 
at the end of the year. Comoarative retained earnings balances on the 
balance sheet are thus reconciled. 

Consolidated Additional Capital. Paid-in capital changes other than 
changes in the capital stock balances are summarized in the additional capital 
summary. Note increases in ** additional capital” for the issue of stock for 
considerations (cash and services) in excess of stock par and for a transfer 
from retained earnings to reflect a stock dividend; note decrease arising in 
connection with stock split. The statement of additional capital reconciles 
comparative additional capital balances reported on the balance sheet. 

Notes to Financial Statements. Notes include special analyses and data 
with respect to such items as inventory pricing and valuation, property 
accounts and depreciation, provisions for liability under government renego¬ 
tiation procedures, stock dividends and stock option plans, and rent com¬ 
mitments outstanding. The ‘'Auditors’ Certification” is not reproduced 
(Arthur Young & Company, Auditors). 

Highlights. A summary of financial Highlights is presented in comparative 
form for a five-year period, 1948-1952. Among the other data provided are 
included sales analyses, earnings analyses, dividends analyses, employee 
warnings analyses, working capital analyses and ratios, and share book values. 
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HKMLICHTS YEAR ENDED DECEMBER 31 


■■ 


1952 

1951 

1950 

1949 

19a 

Sales 

$ 

438,122.000 

$237,230,000 

$173,331,000 

$117,667,000 

$125,621,000 

Military portion of sales 


90% 

84% 

69% 

83% 

75% 

Spare parts sales ( included) 

t 

72.024.000 

$ 45,787.000 

$ 28,842,000 

1 23,062,000 

$ 21,668,000 

Earnings after federal taxes 

S 

9,058.000 

$ 5,793,000 

$ 7,210,000 

$ 5.491,000 

$ 6,239,000 

Per cent of earnings to sales 


2.1% 

2.4% 

4.2% i 

4.7% 

5% 

Earnings per share of stock 

t 

3.61 

1 2.55 

$ 3.23 

$ 255 

$ 2.90 

Increase in stockholders' equity 

$ 

6,471,000 

1 4,087,000 

$ 4.823.000 

$ 3,352.000 

$ 4,626,000 

Provision for federal income 
and excess profits taxes 

t 

8.400,000 

$ 4.049,000 

$ 7,857,000 

$ 2,225,000 

1 1,559.000 

Property .and payroll taxes paid 

$ 

6.403.000 

$ 4,460,000 

$ 2.623,000 

$ 1,951.000 

$ 2,782,000 

Total taxes per share 

$ 

5.89 

5 3.75 

$ 4.68 

$ 1.94 

$ 2.02 

Dividends paid to stockholder- 
owners — in cash 

$ 

2,751,000 

$ 2.489,000 

$ 3.->l 1,000 

$ 2.152,000 

$ 1,614,000 

Dividends paid in cash per share 

s 

1 20 

$ 1.10 

$ 1.50 

$ 1.00 

$ .75 

Number of stockholders of record 


10,779 

10,2 .8 

8,955 

8.837 

9,086 

Price range per share of Lockheed 
st(x;k on N. Y. Stock Exchange 


18>t-24H 

16>k-2^’ji 

lP/t-19K8 

8-WA 

63/i-12H 

Number of employees 


47.750 

39,523 

20,241 

16,676 

15,905 

Wages and salaries paid 
to all employees 

$ 

181.57^.000 

$130,124,000 

4 6%427,m 

$ 62,712,000 

$ 53,756.000 

Average hourly earnings of hourly 
paid employees at yearend 

$ 

196 

$ 1.92 

$ 1.78 

$ 1.61 

$ 1.53 

1 

Backlog 

$l.(i08,(i69,000 

$970,435,000 

$447,418,000 

$229,746,000 

$195,901,000 

Military portion of backlog 


92% 

88% 

85% 

79% 

93% 

Commercial backlog (included) 

$ 

122,032,000 

$115,721,000 

$ 66,693.000 

$ 48,090,000 

$ 14,529,000 

Working capital 

$ 

36.178,000 

$ 31,683,000 

$ 28,262,000 

$ 28,741,000 

$ 31,175,000 

Working capital per share of stock 

$ 

1440 

$ 13.95 

$ 12.64 

$ 13..37 

$ 14.49 

Ratio of current assets to 
current liabilities 


1.2 to I 

1.3 to 1 

1.6 to 1 

1.7 to 1 

2.4 CO 1 

Book value of stockholders' 
equity in the company 

5 

61,869.000 

$ 55.398,000 

$ 51,311,000 

S 46,488,000 

$ 43,135,000 

Book value of each share of stock 

5 

24.63 

$ 24.38 

$ 22.94 

$ 21.59 

$ 20.05 

Expenditures for plant facilities 

$ 

6,230,000 

$ 8,020,000 

$ 3,745.000 

$ 2,479,000 

$ 2,661,000 

Inventories of materials, planes 
and parts in manufacture, 
and finished parts 

S 

244,340,000 

$141,065,000 

$ 68.896.000 

S 67.899,000 

$ 46,824,000 

Square feet of floor area 


11,098,000 

10,858,000 

6,050.000 

5,592,000 

5,557,000 


Note All per share figures adjusted retroactively for two-for-onc stock split in June, 1951. Per share figures for 1952 reHea 
the 10% stock dividend of December, 1952. The market price of our stock on the ex-dividend date was IV/i^ which 
means our stock dividend was equivalent to $2.19 a share. 
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Assets 

CURRENT ASSETS: 

Cash 

Accounts receivable — United States Government (includ¬ 
ing costs and fees under cost reimbursement type con¬ 
tracts: 1952 —$19,044,217; 1951 — 115,011,698) 

Other trade and sundry accounts receivable 

Claims lor tax refunds, interest on tax refunds and 
renegotiation rebates 

Inventories less partial payments (total before deducting 
partial payments: 1952 — $244,339,727; 

1951 —$141,065,066) (Note 1) 

Advances to subcontractors less partial payments received 
from the United States Government (total before deduct¬ 
ing partial payments: 1952 — $19,166,105; 

1951 —$11,571,614) 


1952 

$ 49.356,724 

52,159,604 

3,849,642 

1,210,309 

77,743,576 

5,213,662 


Prepaid expenses 

Total current assets 


3,062.357 

$190,595,874 


INVESTMENT IN PACIFIC FINANCE 
CORPORATION — at cost (Note 2) 5,469,283 


FIXED ASSETS — at cost (less accumulated depreciation and 
amortization. 1952 —$25,428,155: 1951 — $22,812,258) 

(Note 3) 25.901,204 


DEFERRED CHARGES (including development expense; 

1952 —$1,097,716; 1951—$537,868) 1,512,185 


1951 

$ 20,207,067 

38,830,757 

6,074,767 

568,365 

58,291,262 

1,556,031 

2,336,300 

$127,864,549 

5,469,283 

22,689,564 

816,143 


$223,478,546 


$156,839,539 
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19S2 

Liabtlthes and Stockholders' Equity 

CURRENT LIABILITIES: 


Notes payable — banks 

$ 46,000,000 

Accounts payable — trade 

56,525,790 

Salaries and wages 

8,115,869 

Federal income and excess profits raxes (Note 5) 

10,141,089 

Taxes (other than income) 

1.492 705 

Advances and deposits received on fixed-price and 
incentive contracts 

45,352.764 

Other liabilities 

6,789,955 

Total current liabilities 

J154,'4I8,170 


DEFERRED INCOME — reteivcd in partial payments on 
Government fixed-price and incentive contracts (Note 6) $ 7,191,415 

STOCKHOLDERS EQUITY (Note 7) 

Capital stock, $1 par value 

Authorized ^,000,000 shares (64,152 shares reserved for exer¬ 
cise of employees stock options at December 1952) 

Numbe r of Shares 
1952 1951 

Issued and outstanding 2,284,465 2,271,858 

To be issued 227,696 — 

_2,512,159 2,271.858 


Additional capital, per accompanying statement 

Earnings retained for use in the business, per accompanying 
statement (Note 8) 

Total stockholders’ equity 


$ 2,512,159 
16,156,470 

45,200,532 
$ 61,868,961 

$225,478,546 


1951 


$ 50,000,000 
25,320,807 
3,708,142 
5,550,000 
1,401,597 

26,771,715 

5,428,844 

$ 96,181,105 

$ 5,260,457 


$ 2,271,858 
11,154,377 

41,971,762 
$ 55,397,997 

5156,859,559 
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CONSOLIDATED EARNINGS AND 

EARNINGS RETAINED FOR USE IN THE BUSINESS 


YEAR ENDED DECEMBER 31 



19S2 

1951 

SALES AND OTHER INCOME: 



Sales (including costs and fees under cosc-plus-a-fixed-fee contracts) 

1438,122395 

$237,229,666 

Dividends (Note 2) 

631374 

631,874 

Discounts and other income 

1.376,243 

937,824 

Elimination of liability under profit limiting provisions of Government 



contracts (Note 4) 

— 

2,600,000 


$440,130,312 

1241,399,364 

DEDUCT: 



Cost of sales 

$384,845,666 

1202.082,089 

Administrative and general expenses 

35,955,233 

28,818,516 

Interest paid 

1,871,587 

656,739 


$422,672,486 

$231,557,344 

EARNINGS BEFORE PROVISION FOR FEDERAL 



TAXES ON INCOME 

1 17,458,026 

$ 9342,030 

PROVISION FOR FEDERAL TAXES ON INCOME (including excess 



profits tax $430,000 m 1932, none in 1931) (Note 3) 

8,400,000 

4,048,557 

EARNINGS FOR THE YEAR (Notes 4 and 3) 

1 9,058,026 

1 5,793,465 

EARNINGS RETAINED FOR USE IN THE BUSINESS — 



AT THE BEGINNING OF THE YEAR 

41,971,762 

38,666,895 


1 51.029,788 

1 44.460.358 

LESS DIVIDENDS- 
Cash dividends 

1932—$1 20 per share plus $16,298 paid in lieu of fractional shares 



from stock dividend 

1 2,751,130 


1931—$1 10 per share, giving effect to 1931 stock split 


$ 2,488,596 

Stock dividend—one share for ten (Note 7) 

5,078.326 

— 


1 7,829.456 

1 2,488,596 

EARNINGS RETAINED FOR USE IN THE BUSINESS — 



AT THE END OF THE YEAR (Note 8) 

1 43300,332 

1 41,971,762 

Depreciation and amortization of fixed assets charged to cost of sales and 



administrative and general expenses (Note 3) 

1 2,892,436 

$ 1312,267 

CONSOLIDATED ADDITIONAL 

CAPITAL 


BALANCE AT THE BEGINNING OF THE YEAR 

(additional paid in capital) 

$ 11,154,377 

$ 11.525,591 

ADD. 

Excess of amount realized over par value of capital stock issued upon 



exercise of employees’ stock options 

151,463 

360,310 

Compensation recognized in connection with employees’ stock options 

— 

399,(XX) 

Transfer from earnings retained for use in the business to reflect the stock 



dividend (Note 7) 

4,850,630 

— 


1 16,156,470 

1 12384,901 

DEDUCT: 

Transfer to capital stock account to maintain the $1 par value on 1,130,324 
shares of capital stock issued in connection with the stock split on June 



29,1931 

— 

1,130,524 

BALANCE AT THE END OF THE YEAR 

1 16,156,470 

1 11,154377 
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NOTES TO FINANCIAL STATEMiNTS 


NOn 1: 


Inventories are stated at cost which is at or below market 
value, and are detailed as follows 



At December 

At December 


31, 1952 

31, 1951 

Finished spare parts 

$ 2,228,484 

$ 2.083,227 

Work in process 

195.558,206 

102,869,317 

Raw materials, supplies 



and sundries 

46,553,037 

36,112.522 


$244,339,727 

$141,065,066 

Less Partial payments 



received from United 



States Government 

166,596.151 

82,773,804 


$ 77,743,576 

$ 58,291,262 

Inventories of materials 

and spare parts 

are based on per 


penial inventory records, which are adjusted to reflect the 
results of inventory counts taken systematically during each 
year, and are priced at average cost Inventories of work in 
process, in addition to material, labor and overhead, include 
tooling and engineering costs applicable to models in process 
of production It is the policy of the Company that as deliv 
eries under fixed-price and incentive contracts are made, the 
estimated profit for the contract or program is taken into 
income in proportion to the sales price of the deliveries 

NOn 2: 

At December M, 1952 the Company owned ^15,9^7 shares 
(337%) of the common stock of Pacific Finance Corporation 
The Company’s equity in the net assets of Pacific Finance 
Corporation increased by $187,081 in 1951 and $580,278 in 
1952 to a total equity at December 31, 1952 of $8,426,831 
This equity is $2,957,548 in excess of the amount at which 
the investment is earned on the books The increases include 
the excess of income over dividends and the effect of various 
issues of Pacific Finance Corporation stock to other persons 
Dividends received from this Company were $631,874 in 
1952 and in 1951 

NOTE 3: 

The fixed assets of the Company have an original cost of 
$51,329,359, of which $22,535,719 has been written off in 
prior years as a cost of operations and $2,892,436 was written 
off in 1952 The original cost of $51,329,359 consists of 


$17,354,606 of items fully written off, $24,342,290 of items 
which are currently being written off pro rata over their esti 
mated useful lives, $7,778,245 which is being amortized over 
a sixty month period under the current law governing emer¬ 
gency facilities and $1,854,218 of land not subject to depre 
ciation 

In the accompanying statements leasehold improvements 
and amortization thereof arc included in fixed assets and depre 
ctation and amortization of fixed assets respeciiveiy, whereas, 
in the 1951 report to stockholders, the unamortized balance 
was classified as a deferred charge 

NOTE 4: 

A substantial portion of the Company s Government con¬ 
tracts on which deliveries were made during the years 1948 
through 1952 is subject to either the Renegotiation Act of 
1948 or the Renegotiation Act of 1951, or, prior to Decem¬ 
ber 31, 1950, was subject to the Vinson Trammell Act An 
anount ol $2,600,000 had been provided at December 31, 
1950 to co^e^ the Company s estimated liability under the 
latter act 

Renegotiation for the years 1918 and 1949 has been settled 
without any refund, preliminary renegotiation proceedings for 
the years 1950 and 1951 have indicated there will be no 
refunds for those years, and it is believed that profits earned 
in 1952 on contracts subject to renegotiation will not be con 
sidered excessive As some of the receipts and accruals under 
contracts which were originally subject to the Vinson Tram 
mell Act are now subject to the Renegotiation Act of 1951, 
the Vinson Trammell Act is no longer applicable to these 
contracts Therefore, as no refunds under any of the profit 
limiting acts relating to Government contracts are now antici¬ 
pated, the liability at December 31, 1950 of $2,600,000 no 
longer exists, and this amount has been included in income 
for the year ended December 31, 1951 and in the gross income 
used in the computation of Federal income taxes 

NOTE 5: 

Federal income tax liabilities of the Company and its sub¬ 
sidiaries have been determined through 1949 and field exam¬ 
inations for the years 1950 and 1951 have been completed 

The provision for the year 1951 reflects the tax effect (ap¬ 
proximately $500,000) of operating loss carry-forwards of 
two subsidiary companies 
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NOTE 6; 

Ihc amounts shtmn in the accompanying balance sheets 
4IS cltfcrred inctime arise from the inclusion of administrative 
and general expenses in the basis on which partial payments 
arc received from the Government on fixed-price and incen¬ 
tive contracts, whereas such expenses are charged off by the 
Company as they are incurred These amounts of deferrcti 
income are taken into income in ensuing periods as deliveries 
are made under the contracts 


NOTE 7: 


On December 1 . 19 S?. v dividend was declared in capital 
stock of the Comptny at the' rate t)f one share for each ten 
shares held by stockholders of record on December 2 ^, 1932 
In January 195 ^ this dividend was paid by the issuance of 
227,696 shares of capital stock and the payment of $ 16 , 29 S 
(elassific'd as cash dividends paid) m lieu of the issuance of 
fractional shares The stock dividend and the related adjust 
ment to currently exercisable options were reflected in tlic 
accounts in 1952 by reducing earnings retained for use in 
tlie business by $ 5 , 078 ,s 26 and inert ising capital stock and 
additional capital by $ 227,696 and SiHSO.OsO rcspcetivcK 

Imployces stcKk options outstanding it December si, 195 _> 
VC ere as follows 


I->atv (if issue Ma> 20, 19 18 

Rtni iimn^ term Jan 1,195^ 
n.Mav -M. 195 5 

Nurnbci of sli irts 

f’pKc per share 51 I OO 


Ma> IS, 19 SI M.,y IS, 19-^1 

Jan 1.19^s Nov 18, 19‘S-» 

toMa> 18. 1956 to Mav 18, I *!")6 
2 5,950 27,000 

519 S19 55 


*1 he terms of these options provide that the holders thereof 
sliall le entitled (as a result of the stock dividend) to receive, 
for each ten shares purchased at their option price, one addi¬ 
tional share at no increase m the aggrc'gatc price 


NOTE 8. 

Rent commitments under various leases amountt'd te^ ap¬ 
proximately $ 5 , 000,000 at December 51 , 1952 and in additit^n 
a lease was entered into in January 1955 with a commitment 
of approximately $ 6 , 000,000 These commitments aggregating 
$9,000,000 are payable as follows 1953 ~ $ 900 , 000 , 195 i - 
$ 950 , 000 , 1955 -$ 800 , 000 , 1956 - $ 700 , 000 , 1957 - $ 500,000 
and thereafter in declining amounts to 1976 
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THE ATCHISON, TOPEKA AND SANTA FE RAILWAY COMPANY 

The following features are of interest in viewing the financial statements 
and accompanying notes taken from the 1952 annual report of The Atchison, 
Topeka, and Santa Fe Railway Company. 

Three financial statements for the year are presented under the headings, 
Comparative General Balance Sheet, Income Account, and Profit and Loss 
Accounts. All of the statements for the company are presented in comparative 
form. 

Comparative General Balance Sheet. Road and equipment items and 
other long-term items are listed first in the asset section and invested capital 
and funded debt are listed first in presenting equities, primary attention thus 
being directed to these items. Long-term assets are followed by a listing of 
current assets and other miscellaneous assets forming a relatively small part 
of the asset total; capital stock and funded debt are loilowed by current lia¬ 
bilities, other miscellaneous items, and then corporate surplus. Corporate 
capital is thus reported in divided form being included in the first and last 
parts of the'Miability” side of the balance jheet. 

Income Account. The income statement or “account” is prepared in 
multiple step with a series of revenue and income designations: (a) net 
revenue from railway operations, (b) railway operating income, (c) net railway 
operating income, (d) total income carried forward, (e) income before interest 
on funded debt, (f) net income, and finally (g) credit balance carried to 
profit and loss. 

Profit and Loss Account. The “profit and loss account” summarizes the 
change in the “Profit and Loss — Balance” reported under Corporate Surplus 
on the comparative balance sheet. The summary includes miscellaneous and 
presumably nonrecurring debits and credits as well as dividend paid amounts 
in reconciling beginning and ending balances. 

Additional Summaries and Statements. A number of accompanying sum¬ 
maries and statements are given in the corjiorate annual report for 1952 that 
are not reproduced here. Among these are included the following- 

(1) investment in road and ecjuipment; 

(2) additions to equipment, year 1952; 

(3) equipment owned, Dec. 31, 1952; 

(4) investments in terminal and collateral companies; 

(5) funded debt - issued and outstanding; 

(6) reduction in funded debt — year 1952; 

(7) comparative statistics — revenues, expenses, taxes, interest and 
income since January 1, 1896. 
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THE ATCHISON, TOPEKA AND SANTA 
CoropriBing The Atchison, Topeka and Santa Fe Bailway Company; Gulf, Colorado 

COMPARATIVE GENERAL BALANCE 


\SSETS 

Balances 

Dec 31, 1952 

Dec 31. 1951 

Hoad and equipment 

Road 

Equipment 

$ 962,736,599 

645,368,202 

$ 947,136,678 
611,480,883 

Total (see page 26) 

1,608,104,801 

1,558,616,461 

Accrued depreciation—Road 

Accrued depreciation—Eouipment 

Accrued amortization of defense projects— 
Road 

Accrued amortization of defense projects— 
Equipment 

61,667,260 

289,279,619 

16,328,267 

88,332,860 

67,m,m 

m,$44,761 

l6,S6S,ieS0 

88,S98,m 

Investment m transportation property less 
recorded depreciation and amortization 

1,152,496,815 

1,108,513,692 

* Investments in terminal and collateral 
companies (see page 32) 

Miscellaneous physical property 

Accrued depreciation 

37,605,868 

24,046,066 

35,328,153 

23,959,161 

4,622,269 

Investment m miscellaneous physical prop¬ 
erty less recorded depreciation 

♦Voluntary Bond Retirement Fund 

(see p^e 34) $1,213,530 

Less The AT&SF Ry Co issues 1,213,500 

19,321,598 

19,436,902 

30 


* United States Government bonds 
♦Other investments 

3,172,356 

353,366 

3,172,356 

801,324 

Current assets 

♦ Cash 

♦ United States Treasury notes 

♦ United States Treasury notes—Increment 

♦ United States Treasury bills 

♦ Other temporary cash investments 

♦ Special deposits 

♦ Loans and bills receivable 

Traffic and car service balances—Dr 

Agents and conductors 

Miscellaneous accounts receivable 

Material and supplies 

Interest and dividends receivable 

Accrued accounts receivable 

Other current assets 

1,212,950,033 

1,167,252,427 

36,143,972 

86,468,200 

1,634,571 

17,894,308 

115,080 

343,698 

2,625 

8,810,098 

5,740,792 

23,516,884 

56,406,315 

86,850 

7,287,401 

686,741 

36,630,864 

59,000,000 

456,600 

30,174,192 

115,000 

306,150 

828 

7,247,512 

5,049,679 

26,376,981 

61,548,226 

118,393 

9,029,500 

852,493 

Deferred assets 

Working fund advances 

Other deferred assets 

245,137,535 

236,906,418 

517,734 

2,501,048 

470,881 

1,814,291 

Unadjusted debits 

Prepayments 

Other unadjusted debits 

3,018,782 

2,285,172 

315,740 

1,288,345 

481,834 

1,350,952 


1,604,085 

1,832,786 

Total assets 

1 1,462,710,435 

$ 1,408,276,803 


♦ As to these items in the above balance sheet of The Atchison, Topeka and Santa Fe Railway 
Company System, we report that as of December 31 , 1952 we received confirmations from 
the depositories or examined the cash, stock, bonds and other securities corresponding to 
all such amounts recorded on the books of account as at that date 

Chicago, Illinois February 25 , 1953 PRICE WATERHOUSE & CO. 
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FE RAILWAY COMPANY—SYSTEM 

knd Santa Fe Railway Company, and Panhandle and Santa Fe Railway Company 


SHEET. DECEMBER 31, I9C3 AMD IMl 


LIABILITIES 

Balances 

Dee 31, 1952 

Dec 31, 1951 

Capital Stock 

Outstanding (see page 31) 

Premium on capital stock 

$ 366,878,800 

717,800 

$ 366,878,800 

717,800 

Funded Debt 

Bonds 

Equipment obligations 

198,405,000 

2,520,163 

199,660,000 

3,892,496 

Total outstandmg (see page 34) 

200,025,163 

203,552,496 

Current Liabilities 

Audited accounts and wages payable 
Miscellaneous accounts payable 

Interest matured unpaid 

Dividends matured unpaid 

Unmatured interest accrued 

Unmatured dividends declared 

Accrued accounts payable 

Taxes accrued 

Other current liabilities 

30,414,438 

7,853,635 

304,586 

343,698 

2,480,686 

9,171,970 

5 812,587 
76,156,616 
2,630,818 

28,736,877 

7,254,860 

326,614 

306,150 

2,496,097 

7,958,440 

8,352,111 

57,308,505 

2,634,981 


135,168,934 

115,373,635 

Deferred Liabilities 

Unadjusted Credits 

Accrued depreciation—Leased property 
Other unadjusted credits 

3,396,934 

2,756,769 

10,106 

11,327,718 

16,216 

10,100,125 

11,337,824 

10,116,340 


CoapORATB Surplus 


Additions to property through income and 
surplus 

83,121,014 

83,121,014 

Funded debt retired through income and 
surplus 

533,625 

533,625 

Voluntary Bond Retirement Fund— 
Appropriations 

1,213,530 

617,093 

Other Corporate Surplus 

528 666 

85,396,835 

84,171,732 

Profit and Loss —Balan'ce 

658,888,145 

624,709,231 


744 284,980 

708,880,963 

Total liabilities 

$ 1,462,710,435 

I 1.408,276,803 
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THE ATCHISON, TOPEKA AND SANTA FE RAILWAY 
COMPANY — SYSTEM 

ComprisinK The Atchison, Topeka and Santa Fe Railway Company: Gulf, Colorado and 
Santa Fe Railway Company; and Panhandle and Santa Fe Railway Company 


INCOME ACCOUNT 

Years ended December 31, 1952 and 1951 



1952 

1951 

Railway oi*ehatin(; revenues. 

PVeight. 

Passenger. 

Mail. 

Express. 

Miscellaneous. 

.* 491,592,157 

. 57,539,364 

. 24,433,100 

. 10,286,814 

. 20,660,()25 

$ 466,225,449 
52,578,289 
25,041,367 
7,224,857 
19,511,746 


604,512,060 

570,581,708 


Railway ocekating exi'enses; 


Maintenance of way and structures. 

Maintenance of equipment. 

Traffic. 

Transportation—Rail line. 

87,464,655 

108,410,742 

14,016,398 

188,198,841 

12,704,309 

12,572,826 

92,820,726 

106,095,169 

13,660,585 

189,972,176 

11,868,973 

11,872,695 

Miscellaneous operations. 

Cleneral expenses. 


423,367,771 

426,290,324 

Net revenue from railway operations. 
Railway tax accruals (see page 45). . . . 

181,144,289 

109,544,300 

144,291,384 

70,019,854 

Railway operating income. 

71,599.989 

74,271,530 

Rent from other equipment . 

Joint facility rent income. 

1,795,503 

1,385,432 

889,421 

1,366,841 


3,180,935 

2,256,262 

Hire of freight cars—Debit balance. 

Rent for other equipment. 

Joint facility rents. 

2,213,026 
. (>94,746 
2,499,042 

1,802,247 

570,085 

2,542,350 

Net equipment and joint 
facility rents. 

5,406,814 

4,914,()S2 



Net railway operating income . 

69,374,110 

71,613,110 


Other income: 


Revenues from miscellaneous operations 

88,104 

86,867 

Income from lease of road jiml cTpiipment 

79,419 

79,899 

Miscellaneous rent income. 

631,907 

58(),()87 

Income from nonoperating property.. .. 

684,872 

110,9(>3 

Dividend income. 

7,100,943 

7,591,075 

Interest income. 

2,008,924 

1,978,095 

Release of premiums on funded debt.... 


620 

Miscellaneous income. 

276,781 

282,988 


10,876,950 

10,716,594 

4\)tal income carried forward.$ 

80,251,060 

$ 82,329,704 
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THE ATCHISON, TOPEKA AND SANTA FE RAILWAY 
COMPANY — SYSTEM 

INCOME ACCOUNT 


(Conclud«ci) 



1952 

1951 

Total income brought forv^ard t 

^ 80,251,060 

S 82,329,704 

Miscellaneous Deductions 

Expenses of miscellaneous operations 
Taxes on miscellaneous operating prop¬ 
erty 

Rent for leased roads and equipment 
Miscellaneous rents 

Miscellaneous tax accruals 

Separately operated pronerties—Loss 
Interest on unfunded deot 

Maintenance of investment organization 
Miscellaneous income charges 

67 750 

5,677 

1,641 

218,525 

427,013 

16,354 

23,221 

1,365 

711,512 

57,839 

5,118 

4,897 

189,243 

414,456 

11,958 

37,740 

1,378 

1 32 330 


1 491058 

874,959 

income before interest on 
funded debt 

Interest on funded debt 

78,758,002 

8,020,297 

81,454,745 

8,108,967 

Net income 

Income appropriated to Voluntary Bond 
Retirement Fund 

$ 70,737,705 

1 213,530 

S 73,345,778 

Credit balance carried to Profit and Loss 

S 69,524,175 

$ 73,345,778 


PROFIT AND LOSS ACCOUNT 
TO December 31, 1952 


Balance brought forward from December 31 1951 

Credit balance from income, as above 

$624,709,231 

69,524,175 

Dividend appropriations oi- surplus $ 35,131 360 

Div No Paid Amount 

$694,233,406 

Preferred Stock 

107 August 1, 1952 

108 February 2, 1953 
Common Stock 

167 June 2, 1952 

168 September 2, 1952 

169 December 8, 1952 
160 March 2, 1953 

Extra December 8, 1952 

S 3,104,320 

3,104,320 

4,854,120 

6,067,650 

6,067,660 

6,067,650 

6,067,650 



$ 35,333,360 


Miscellaneous debits and credits—net debit 11,901 




35,345,261 

Balance carried to general balance sheet 

$658,888,145 
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GRANITE CITY STEEL COMPANY 

The 1962 annual report for the Granite City Steel Company presents 
financial statements prepared in conventional forms, including a Consolidated 
Statement of Financial Position, a Consolidated Statement of Operations, and 
a Consolidated Statement of Changes in Common Stockholders* Equity. In 
addition, the report includes statements summarizing operations and financial 
position in simplified form. The simplified statements are presented on 
pages 937 and 938. The statement on page 937, ^'How Our Money Was Used 
In 1962,** reports a‘‘favorable balance, or net income** of $4,985,954, which is 
the same as the “net income for the year** as developed on [the formal Consoli¬ 
dated Statement of Operations. The Simplified Statement of Financial 
Position on page 938 concludes with a “net ownership of all stockholders*’ of 
$51,444,058, which is the same as the balance of “stockholders* equity” as 
developed on the formal Consolidated Statement of Financial Position. The 
formal statements are not reproduced here. 
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GRANITE CUT STEE COMPANY 


HOW OOR MONEY WHS 
OSED IN 1952 


WE RECEIVED; 


From sales to our customers 
From refund of 1951 excess profits tax 
Other income 


OUR COSTS FOR THE YEAR WERE; 

Cost of raw material, supplies, power, services, and other expenses 
Cost of human energy (wages, sedaries, and other employee benefits) 
Cost of tools wearing out ^^preciation) 

Cost of using property of others (rent) 

Cost of using money of others (interest) 

Cost of government (taxes) 


THIS LEFT A FAVORABLE BALANCE, OR NET INCOME OF; 

Stockholders were paid, for the use of their money and for their 
risk in providing the buildings, machinery, equipment, etc 
(dividends paid in cash and in common stock) 

Leaving a balance reinvested in the business 


$74,587,639 

1,384,208 

73,098 


$76,044,945 


$44,615,152 

18,268,752 

2,396,131 

403,828 

883,534 

4,491,594 


$71,058,991 


$ 4,985,954 


2,884,796 

$2,101,158 


HERE IS A BREAKDOWN 
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GRANITE Cnr STEE COMPANY 


Simplilied slatemeDl oi linancial position 

AS AT DECEA^ER 31, 1952 


THIS IS THE CAPITAL WE WORK WITH: 

Cash in banks and on hand $ 8,077,168 

Due from customers for our products 5,477,461 

Federal excess profits tax rrfund 1,384,208 

Inventories of materials and products for sale to customers 19,162,197 
Insurance premiums paid in advance 225,684 


In terms of cash, the above amounts to 

FROM THE ABOVE WE MUST PAY: 

Vendors for materials, supplies, power, and services $ 8,088,570 

Employees for last half December wages and 
1953 vacations 1,196,065 

Banks for loan payments due in 1953 5,990,625 

Federal and local governments for taxes 3,491,295 

Others for sundry expenses 431,042 


THE NET DAY-TO-DAY CAPITAL, OR ASSETS, 

USED IN THE BUSINESS ARE 

HERE ARE THE MANUFACTURING TOOLS WE WORK WITH: 

Real estate, buildings, machinery, and equipment—Cost $83,412,619 

Less; Estimated cost of wear and exhaustion of tools 
(depreciation) 17,812,153 

$65,600,466 

Improvements to open hearth facilities leased from 
government 490,209 

Sundry other assets used in the business and expenses 
allocable to future years 

TOTAL NET ASSETS USED TO PROVIDE JOBS FOR OUR WORKERS 

Against the foregoing, we have the following obligations 


payable over a long term: 

Bonds to insurance companies $20,000,000 

Notes to banks 8,009,375 

Pensions to employees 689,080 

$28,698,455 

In addition, we have provided for; 

Future federal income taxe^ 2,082,000 

Maintenance and repairs 275,000 


IN TERMS OF MONEY, THIS IS THE NET 
OWNERSHIP OF ALL STOCKHOLDERS 

PREFERRED STOCKHOLDERS’ OWNERSHIP Per Share 

(121,376 SHARES) $100.00 

COMMON STOCKHOLDERS’ OWNERSHIP 
(1,379,045 SHARES) $ 28.50 


$34,326,718 


19,197,597 

$15,129,121 


66,090,675 

1^717 

$82,499,513 


31,055,455 

$51,444,058 

Total 

$12,137,600 

$39,306,458 
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Accommodation cmioisementis, 317 
Account form, of balance slieet, lo; 
of balance sheet, illiistiated, 10- 
17, 123; of income statement, 35 
AccountiiiK, u<*ciiial basis, and 
the i-orporation, 2, as an ait, li; 
as iimtchmij; pioi'ess, 5, casli 
basis, 99; defined, 2, need foi 
appreciation of, 1 

“AeetnintinK C’oneepTs and Stano- 
aids UndeiljinK C’oipoiab’ Im- 
naneial Statements,” 4 
AceountiiiK [wineipU s, see Account¬ 
ing standaids 

Accounting process, illustiat('d, lf)9, 
phases of, 5."); steps in, 109, see 
also HooUkecpiiig ptoces,^ 
Accounting Ueseaich Bulletins, 4 
A( rnunti ‘lu < n w, t 
Aci'ounting Seiii's Ib-leases, 4 
Accounting standaids, 3; assunii)- 
tion of stable moin‘taiy unit 
undiu, K), basic concepts in 
iiKaisuietiH nt pioc(‘>,s, 41, con- 
seixative appioacli to, 12; con- 
.sistenc\ in, 14, co>t piincipU', (», 
full (lisclosuti on, 14, going c-on- 
cein assuiuidion in, 41 , objectni, 
verifiable CMilence in, 41; luisition 
of American Ai'counting \ssocia- 
tion with icsix'i t to, 5, i)osition of 
Ameiican Instituti' of Account¬ 
ants with respect to, 5 
Accounting st iteunTits, 7; liiiiita- 
tioris of, 47, i>T( fiaiatjon of, 124, 
tei minolog.N of, 20 see also 
Balance shei't, ('oinpaiatne 
statements, I'^ai n(‘d suiplus stiile- 
merits; Incoiiie statiuiicnts, Stat<*- 
ment of uppluation of funds, 
Statement of ehniiges m cajutal 
Accounts, 57; adjusting, 127; bal¬ 
ance foim of, 57. balariei foim of, 
illustiated, 59, dosing, 127, con¬ 
tra, 57; coiitioiling, 59, expense, 
subaccounts, illustiated, t)(i, 
mixe<l, 57, negatiie, 57; nominal, 
57; offst*!, 57, leal, 57, ie\eising, 
132, Mweising, illustiated, 132, 
T lor Ill of, 57, T f<iim of, illus- 
tiated, 59 

Accounts payable, classt‘s of, 2‘JG 
At-eounts [(a.vable ledgei, 5S 
A«‘counts !«•(•( i\al)le, accounting foi 
assignment of, illustrated, 192, 
aging, ISO, assigned, 317, assign¬ 
ment of, 191, ussigiiments of. 
reporbal on the balanct* slieet, 
193, composition of, ISI, faetoi- 
ing of, 191, pledge of, Ittl , sale of, 
191, with Cl edit bahiiiees, 1S3 
Accounts icccivabic finamang, 191 
Accounts leci'ivablc ledgei, 5S 
Accounts reccnablc tuirioxei, S29 
Acciual basis accounting, 99 
Accrued dividends, jmn'liase of pre¬ 
ferred stock,with, 335 
Accnied exprmscs, 297, accountign 
for, 88, real and personal piojauty 
taxi's as, 310, taxes as, 309 
Accrued income, accounting for, 89 
Accrued mteiest, on ])UTciiase of 
Hccuritii'.s, 163 

Accurnulatron pioccduri's, on bond 
investments, 3t)5, stiaight-line 
and compound-interest rni'thods 
on investments, 306; rnited 
States savings bonds, 376 
Acid teat ratio, 828 
Additional markup, 272 


Adihtions, to i»lant and equipmi'iit, 


Adjusting data, compilation of. 111 
Adjusting eiitruxs, illustiated. 127 
Adjustments, m de\elopment of 
statement of soiiiee and applica¬ 
tion of funds, 858 

Adinini‘'tiati\e expenses, defined, 
31 

Ad\unee pa.vments, on puiehase 
commit mints, 282 
Alliances, 100, fiom customeis on 
puiehase oide*s, 307 
Aging leeeiMibh s, 186 
All-melusm mcoiiu' statement, 
aiguments ; gamvi 33, aigunients 
foi, 34. natuK of, 32, position on, 
of Anu'iiean Aeeoiinting Associa¬ 
tion, 33 

Allowance foi bad debts, 184, ad¬ 
justment bused on ai counts u- 
cijxabk'. 185, ad|ustm< lit based 
on saU's, 185, eoiiei tmiis in, 187 
Mlowanee foi decline in lalut' ol 
maiki table si'i unties, 1(57 
Allowaiiit' foi iu\entoi\ decline to 
rnaiket, 219, lepoiting on bal¬ 
ance sheet, 283 

AJIowanie foi maintenane<' and 
lepaiis, 422 

Allowanee loi luuehases disiount, 
•)•>•> 


Mlowaniefoi sails disc m (s, 190 
Ameiican Accounting Association 
cimtiibi.tjons of, I, objectnes ot, 
4, position of, on standaids, 
Aiiictican Institute of \ccountanfs, 
eolitiibutmns of, 3, ob|icti\es of, 
1, position of on standaids, ."> 
Vmoi fi/afion, ueeeh'iated, on le- 
deemable bond issues, 371; losf, 
in peiiodic summaiN, 87, ol ,.’ood- 
will, 516, of intangibles, '>()(> 

\ii)oiti/utiori juoeeduiis on bond 
iij\estments, 3(>5,on bondsissia d, 
519, stiaiglit-hne and i ompound- 
inteiest iiii'thods on iiui stments, 
3()6, 551 

Vmot li/atioli sflKvliiles of iniesf- 
uients ill bonds, 3()8, issuanie of 
bontls, 551 

\nalvsis, of statements, see State¬ 
ment aiia)\sis 

Analysis sheet, to sliow efiei’ts of 
mois on statements, 7(57 7(59 
\pr»heatioii of tunds stati iiient, sec 
Mateinint of api>lication of funds 
Apiuai'-al suiplus, see lb \aluation 
sill plus, 15 

\p]»iaisal s\ -tern of ealeiilatiiig de- 
pn'ciatioii, 455 

Appiaisals, depicciation following, 
188, of piopeities ac<|Uil(<l b\ 
gift and ihscoieiy, 118, of [>iop- 
ilt\ aci|Uiieil foi issue i»f stock, 
598, lecoidi'd in the ai count", 
18(5 sale of assets after icconhng, 
193; use of, 481; when apiuopti- 
ate, 478 

Appici nitron, dejircciation at cost 
after asset, 489; depriciation 
billowing asset, 488, recorded in 
thi accounts, 486; sale of assets 
after 11 cording, 4tt3 
Appiopiiatcil earned Biirplns, 15, 
(556, see also B.iinul surplus 

IfSCIM-S 

AiMiropiiatioris of snrjilns, 689 
Arbitrary diminishing rates, applied 
to cost inethoil of calculating de¬ 
preciation, 452 
\rticles of incurjioration 583 
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AsM'.ssi'd \aluis, as basis for asset 

cost apjiortionment, 412 
Assessments, by corporation, 600, 
on inve.stment in stock, 336 
Asset ilepieeiation, in iienodie sum- 
mar > , 87 

Asset pledges, irneiitoiies, 283; of 
uecoiints reeenable, lid 
Asset produi ti\it> laie, SliS 
As.s« t resi rM's, see Allowances 
Assets, appreciation of, IS(5, de¬ 
fined, 7, de\ ablation of, 485, 
mi'asurcmcnt of turnoM'i of, 837, 
ordi r ol, on balan'c sheet 15, 
late eainid on total 8.5S, lutio of 
sales to, 837; repljicerient \alues 
foi, 179, sale of, aflei i(‘cording 
}i|ipicciation on. li(3. see also 
(\ui1ingcnt assets. (’i,i i cut assi (s, 
livid assets Intangible asset"; 
In\<"tment", Nonimient asset". 
Othir asset"; Plant and equip- 
11 < nt 

Assigned aei mints reci'ivable, lid, 
iis eoiitMigent liabilities, 317 
\uthoii/atu)n, of bonds, recording 
in the accounts, 5 47; of stocks, 
leeoidMi/ m till* aciounts, 5ir> 

\\t lage CM css caimiigs, capitali/a 
turn of, foi goodw ill nil asurement 
"ill 

\\crag(‘ method, as applh'd to in- 
\entoi.\ xaluation, 221; CMilua- 
tion as in\entoi\ method, 229 


B 

Bad ill bts, 87, adjustment based on 
i(cei\ables, 185, adpistment 
basi'd on sale.s, 185, antii ipation, 
189, ba"i 1 foi i stuii.iti ", 184; how 
lepoileil, 184, leeognP’im at tiim 
of loss, IKS. I Sit 

Bal'inee foim of account, 57; illu"- 
ti all (1, 5i4 

B.ikincc slid t, 7, account form ol 
15, account foim of, illustratid 
123, apprais'il \aluc>- on the, 492 
laiatal on the, 705, elassifieation 
of itcni.s on, 8, 1(5, eomparatiM 
form of, 18, controlling inteii'st in 
stoi k reportcil on 352, coiporati 
cupi1.ll repoitid on, 657; coipo- 
late fiiriM of, illustiated, 70(5 707, 
ill tied icjtortiil on the, (5,58; de 
\( loping working capital balani’i', 
illustrated, 18, disclosure of lease- 
holfts on, 518, disciiunl on wtock 
leportid on the, 658, equation of, 
7, foim of. 15, illusti ati d, 16 17, 
m\es|iiients reported on. 402. 
land classitiid or tlie, 425, long- 
ti 1 m liabilities on the, 570; nature 
of, 7; othi 1 mcasuiemcnts of, 837 
otliir titlis of, 7; iirepaiation of. 
fiom incomplete data, 732; juc"- 
cntation of cash on, 169; pn 
c.itation of cash oM'idiafts on, 
320, presentation of eontmgint 
liabilities on, 320; presentation of 
emient liabilities on, 320; jues- 
eiitation of inventoiies on, 282, 
tiresentation of purelia.se eommit- 
ments on, 282; tirosentution of 
receivables on, 200; prixsentation 
of temjiorary investments on, 
169; n'cording bonds payable on, 
549; report form of, 15, 18; re¬ 
porting of contingent liabilities 
on. 571; reporting stock dividends 
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on, 671; reserves section on. 308; 
simplified report form of, 23; 
valuation of investments in stock 
on, 336; valuation of investments 
in bonds on, 375; working papers 
for corrected, illustrated, 776 
Balances, bank, reconciliation of, 
154 

Bank balances, reconciliation of, 
154 

Bank overdrafts, sea Cash 
Bank reconciliation statement. 154 
Banker’s ratio, 826 
Base stock method, of inventory 
valuation, 232 

Basic concepts, see Accounting 
standards 
Bearer bonds, 362 
Betterments, effects upon deprecia¬ 
tion calculations, 477; of plant 
and equipment, 422 
Board of directors, of corporation, 
583 

Bond conversion, 374 
Bond indenture, 545 
Bond interest, number of times re¬ 
quirements were earned, 840 
Bond redemption, 373; disposition 
of premium on refunding, 506; 
through sinking fund, 392 
Bond refunding, 560; treatment of 
unamortized discount and call 
premium, 566 
Bond retirement, 557 
Bund tables, 364 

Bunds, calculation of cost of lot 
sold, 164; interest calculations on 
purchase of, 163; issued in ex¬ 
change for plant and equipment, 
416; kinds of, 361 ; sale of invest¬ 
ment in, 164, 372; serial, 558; 
term, 558; transfer of ownersliip 
of, 302; unissued, pre.sentati<m of, 
on balance sheet, 570; yield of, 
363; yield tables, 364; see also 
Investments in bonds; Treasuiy 
bonds 

Bonds-outstanding method, of 
amortization, 558 

Bonds payable, 545; accounting for, 
553; conversion of, on books of 
issuer, 563; entries for subscrip¬ 
tions, 548; issued at discount, 363, 
540; issued at premium, 303, 546; 
issuing costs, 520, 550; methods of 
reoorolng, 546; reac(iuisition 
irior to maturity, 555, 562; re- 
unding, 506; reporting on bal¬ 
ance sheet. 549; serial bonds, 558; 
surplus appropriations required 
by, 692 

Bonus agreements, 303; calculation 
of obligations under, 304; types 
of. 304 

Book inventory system, 215 
Book value, calculation of, per 
share, 836; per share, 705 
Bookkeeping, single entry and 
double entry, compared, 731; see 
also Double entry bookkeeping; 
Single entry bookkeeping 
Bookkeeping process, adjusting and 
closing accounts in, 127; business 
papers, 56; compilation of adjust¬ 
ing data in, 114; illustrated. 109- 
132; kind of books of original 
entry, 66; machine recording 
methods in, 72; nature of, 100; 
periodic summary, adjusting ac¬ 
counts, 86; posting in, 113; prepa¬ 
ration of accounting statcuiientA 
in, 124; preparation of post¬ 
closing trial balance in, 131; 
preparation of trial balance in, 
113; preparation of work sheet 
in, 117; reversing accounts in, 
132; steps in. 100 

Bookkeeping records, nature of, 55 
Bookkeeping Byntcm, defined, 65 


Books of original entry, 56; illus¬ 
trated, 60-72, 109-114; kinds of, 
56: posting from, 113 
Break-even point, analysis, practi¬ 
cal applications of, 812; graphic 
presentation of, 811 
Budgets, nature of, 159; see else 
Cash budget 

Buildings, 426; cost apportionments 
to land and, 426; cost when con¬ 
structed, 426; depreciation of, 426 
Burden, see Overhead 
Business papers, 56 
Business year, natural, 833 
By-laws, corporate, 583 


C 

“Call” balances, on corporate sub¬ 
scriptions, 591 
Callable bonds. 362 
Capital, of corporation, 14; of cor¬ 
poration, presentation on balance 
sheet, 657; of partnership, 14; of 
sole proprietorship, 14; on the 
balance sheet, 705; working, de¬ 
fined, 8; see also Capital stock; 
Surplus 

Capital expenditures, 410; carrying 
charges on land held as invest¬ 
ment, 425; charges during i)eriod 
of organization and construction 
treated as, 421; interest during 
construction treated as, 420 
Capital stock, 14; accounting for, 
illustrated, 594; apportionment 
of sales proceeds to different 
securities of issued, 597; assess¬ 
ments on. 600; capital upon cor¬ 
poration formation, 583; conver¬ 
sion of, on books of issuer, 636; 
defaults on stock subscriptions of, 
594; exchange of business for, 001; 
exchanged for bonds, 563; ex¬ 
changed for property, 598; legal 
value of, 584; no-par, 584, 686; 
par, 584, 586; payments on 8ul>- 
scriptions, 592; <*t‘capitalization 
of, 638; recording issiiance of, 
593; sale of security units of, 596; 
stated value of, 584; subscriptions 
at iliscount, 591; subscriptions at 
premium or amount in excess of 
stated value, 591 • subscriptions 
to, 183; see also Common stock; 
Preferred stock 
Capital surplus, 656; defined, 15 
Capitalization of earnings, for good¬ 
will ineasuremont, 513 
Cash, compiosition of, 148; control 
of. 149; double record of, 152; 
internal check, 149, 150; niis- 
appi opriation of, 149; misrepre¬ 
sentation of condition of, 158; 
nature of, 147; overdrafts of, 159; 
overdrafts of, presentation on 
balance sheet, 320; presentation 
of, on balance sheet, 169; short¬ 
ages of, 158 

Cash basis accounting, 99 

Cash budget, 159; illustrated, 161; 

preparation of, 161 
Cash discounts, allowed, treatment, 
222; on purchases of merchandise, 
32; on sales of merchandise, 32; 
taken, effect upon inventory cost¬ 
ing, 220; taken, treatment on in¬ 
come statement. 221 
Cash dividends, availability of 
paid-in surplus as basis fur, 661; 
entries for declaration and pay¬ 
ment of, 666; on investment, date 
for recognition of, 337; on invest¬ 
ment, income tax requirements as 
to recognition for, 338; payable, 
297 

Cash funds, petty cash, 152 


Cash payments journal, illustrated, 
65, 69; posting from, 66 
Cash payments records, 65; illus¬ 
trated, 65. 69 

Cash receipts journal, 61; illus¬ 
trated, 63; posting from, 61 
Cash receipts records, 60; illus¬ 
trated, 61, 63 

Cash surrender value, of life in¬ 
surance policy, 397; accounting 
for, 397 

Casrialties, repairs arising from, 422 
Certificate, accountant’s, 1 
Certificates of necessity, 475 
Change in inventory valuation pro¬ 
cedures, methods of disclosure, 
282 

Charges, deferred, see Deferred 
charges 

Charter, corporate, 583 
Check kiting, 149 
Check records, posting from, 71 
Check register, illustrated, 71 
Claims, see Liabilities 
Claims on Containers Outstanding 
account, 429 

ClasNification, of balance sheet 
items, 8, 16 

Clean surplus theory, 33 
Close corporation, 584 
Closing entries, illustrated, 127 
Coinsurance clause, 522; calculation 
of recoverable amounts under, 
523 

('ollateral trust bond, 361 
Combined income and earned sur¬ 
plus statement, arguments for, 
36; form of, 40; illustrated, 40; 
nature of, 35 

Cotnmon-dollar statements, 47 
Common ciiuity, rate earned on, 841 
Common-size statements, 805 
Common stock, 584; computation of 
book value per share of, 708; com¬ 
putation of earnings per share of, 
712; kinds of, 590; per share earn¬ 
ings on, 841 

Comparative form, of balance sheet, 
18 

Comparative statements, desira¬ 
bility of, 795; horizontal analysis, 
796; vertical analysis, 802 
Compilation of adjusting data, 114 
Comprrsite depreciation, 454 
Compound-interest method, of 
amortization of bond premium 
and accumulation of discount by 
investor, 366; of amortization of 
bond premium and discount on 
bonds payable, 651; of amortiza¬ 
tion of premiunr and discount on 
serial bonds outstanding, 558 
Condition, statement of, 7 
Condition per cent, meaning of, 481 
Conditional sales contract, acquisi¬ 
tion of plant and erjuipment by, 
413 

Conservation, meaning of concept, 
42 

Consignment, merchandise on, as 
part of inventories, 217 
Consistency, meaning of concept, 44 
Consolidated statements, 352 
Construction contracts, long-term, 
income tax requirements for, 255 
Containers, see Retui-nablc con¬ 
tainers 

Containers Expense arcount, 429 
Contingent asset, 419 
C'ontingent liabilities, 317; accoin- 
modatiun endorHcments as, 317; 
additional taxes as, 318; assigned 
accounts receivable as, 317; call¬ 
ing for surplus appropriations, 
319; customer service guarantees 
as, 318; guarantee of debt service 
of affiliated companies as, 318; 
guarantees against price declines 
as, 318; items includible as, 13; 
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lawsuitfl pending aa, 318; methods 
of reporting, 318; notes receivable 
discounted as, 317; on notes dis> 
counted, 196; presentation on the 
balance sheet, 320; reporting of, 
on balance sheet, 571 
Contra account, 57 
Contra balances, with creditor ao> 
counts, 183; with customer ac¬ 
counts, 183 

Contract rate on bonds, 363 
Contracts, long-term constructions, 
income tax requirements for, 255; 
uncompleted, profit measure¬ 
ments on, 252 

Controlling account, 50; expense 
control, illustrated, 67; reconcilia¬ 
tion of, 59 

Controlling interest in stock, re¬ 
ported on the balance sheet, 352; 
see also Investments in stock 
Conversion of bonds, on books of 
investor, 374; on books of issuer, 
563 

Conversion of stocks, on books of 
investor, 348; on books of issuer, 
636 

Convertible bonds, 362 
Convertible preferred stock, 589 
Convertible stock, investment in, 
334 

Copyrights, 509 

Corporate capital, as reported on 
balance sheet, 657 
Corporate charter, 583 
Corporate form of balance sheet, 
illustrated, 706-707 
Corporate readjustment, 484 
Corporation by-laws, 583 
Corporations, accounting and, 2; 
as dominant form of organization, 
2; board of directors of, 583; 
capital on the balance sheet for, 
657: classified, 583; formation of, 
583; ininutt' book of, 583 
Correcting entries, for errors in de- 
prc*ciation, 473; for errors in past 
depreciation, 474; for failure to 
provide allowance for bad debts, 
766; for failure to record accrued 
expense, 764; for failure to record 
accrued income, 761; for failure 
to record deferred expense, 761; 
for failure to record deferred in¬ 
come, 763; for failure to record 
depreciation, 765; for misstaie- 
ment of merchandise inventory, 
760; for misstatements of mer¬ 
chandise purchases, 760; foi over¬ 
statement of deferred expense, 
762; for overstatement of deferred 
income, 766; procedures in 
making, 759 

Cost, as valuation procedure for in¬ 
ventories, 223; as valuation pro¬ 
cedure for securities, 166; defined, 
30; of plant and equipment, 411 
Cost amortization, in periodic sum¬ 
mary, 87 

Cost method, applied to controlling 
interest in stock, 349 
Cost of goods sold, calculation of, 
from incomplete data, 734; de¬ 
fined. 31 

Cost of goods manufactured, 31 
Coat of goods manufactured sched¬ 
ule, s«e Manufacturing schedule 
Cost or market, whichever is lower, 
11; as applied in accounts for in¬ 
ventories, 247; as applied to in¬ 
ventory valuation, 243; as ap¬ 
plied to valuation of marketable 
securities, 166; evaluation as in¬ 
ventory valuation procedure, 
246; methods applicable to in¬ 
ventory valuation, 245 
Cost principle, 6 

Costs, 6; departures from, when 
permitted, 478; organization, 


517, 600; processing, 276; stand¬ 
ard, 233; ••• also Developmen¬ 
tal costs; Experimental costs; 
Improvement costs; Moving 
costs; Rearrangement costs 
Coupon bonds, 362 
Credit, 56 

Creditor accounts, with contra 
balances, 183 

Credits, sso Deferred ciedits 
Cumulative preferred stock, 588; 
reporting dividends in arrears on, 
297, 673 

Current assets, defined, 8; items in¬ 
cludible as, 8; items not in* 
cludible as, 9; prepaid items 
includible as, 9; valuation of, 10 
Current iti^ms, of balance sheet, 8 
Current liabilities, 295; accrued 
expenses as, 297; bonus agree¬ 
ments as, 303; cash dividends 
payable, 297; current maturities 
of long-term obligations, 297; 
defined, 10; estimated items, 308- 
317; grouping of, 295; income tax 
withholding as, 301; items in¬ 
cludible as, 8; items not in¬ 
cludible aa, 10; nature of, 295; 
notes and accounts, 296; payroll 
taxes as, 299; pensions as, 305; 
prepaid income reportable as, 
307; presentation on the balance 
sheet, 320; sales taxes payable as, 
298; valuation of, 11 
Current operating performance 
statement, arguments against, 
35; arguments for, 33; nature of, 
32; position on, of Vnierican 
Institute, 33 
Current ratio, 826 
(''ustomer accounts, with contra 
balances, 183 

Customer premium olTers, 312 
Customers’ notes, discounting, 193 


D 

Dated earned surplus, 663; period 
for disclosure of, 664 

Debenture bond, 361 

Debit, 50 

Debt, long-term, items ineludible 
as, 12; reporting current ma¬ 
turities of, 297; see also Long¬ 
term debt 

Deferred charges, 520; items in¬ 
cludible as, 12 

Deferred credits, 569; items in¬ 
cludible as, 12 

Deferred expenses, accounting for, 
90, how claasified, 9, 521 i 

Deferred income, accounting for, 90 

Deferred payment plan, on pui- 
chasc of plant and equipment, 
413 

Deficit, 15; as reported in capital 
section, 658 

Demolishment costs, 426 

Depletion, 456; accounting for, 
illustrated, 459; distinguished 
from depreciation, 466; effect of, 
for purposes of dividends, 458; 
factors in arriving at, 467; re¬ 
cording, 467 

Deposits, 401; in sinking fund, 388 

Depreciation, and problem of in¬ 
creased replacement costs, 493; 
appraisal systems of, 455; arbi¬ 
trary diminishing rates applied 
to cost method of, 452; as related 
to property replacement, 455; 
calculation of, from incomplete 
data, 737; causes of. 441; changes 
in estimates, 471; composite 
method, 454; effects of better¬ 
ments upon calculations of, 477; 


entries to record, 444; evaluation 
of reducing-charge methods, 462 
factors in arriving at, 443; fixed 
percentage applied to diminish¬ 
ing book value method, 460; 
functional factors, 442; in periodic 
summary, 87; methods for calcu¬ 
lation of, 445; nature of, 441; of 
buildings, effect on, of asset re¬ 
tirement costs, 426; of buildings, 
effect on, of salvage recoveries, 
426; on appraisal values after 
asset appreciation, 491; on cost 
after asset appreciation, 489; on 
property item to date of ex¬ 
change, 414; physical factors, 
441; productive-output methoa 
of, 448; recording changes in 
estimates, 473; reducing-charge 
methods, 449, reducing fractions 
apfilied to cost method of, 451; 
replacement ssrstem of, 465; re¬ 
tirement systems of, 466; service- 
hours method of, 447; straight- 
line method of, 445; sulxddiary 
records for calculation of, 444; 
sum of life digits method, 461; 
under certificates of necessity, 476 
Deteriorated goods, 250 
I>'\ aluation, as part of corporate 
readjustment, 484; recorded in 
the accounts, 483 
Developmental costs, 521 
Direct labor, 214 
Direct materials, 214 
Discount on bonds, accumulation 
by investor, 366; amortization by 
issuer, 551; disposition of, on 
lefunding, 566; on investor’s 
books, 363; on issuer’s books, 549 
Discount on stock, as reported in 
capital section, 658; on issuer’s 
books, 599 

Discounting customers’ notes, 193 
Discounts, anticipation of, on ac¬ 
counts receivable, 189; on storks 
and bonds issued in exchange for 
properties, 416; on stock sub¬ 
scriptions, 591; see also Cash 
discounts; Trade discounts 
Discovery, of valuable resourccB, 
420 

Dishonored notes, 197; payment of, 
197 

Distribution of earnings, suminaiy 
of, 842 

Dividends, 337; accrued, 336; avail¬ 
ability of paid-in surplus as basis 
for, 661; date* for recognition of 
liability on corporate records, 
674; extra, 674j extraordinary, 
674; for companies with wasting 
assets, 468; formal announce¬ 
ment of, 674; guaranteed by 
party other than issuer, 587; in 
arrears, 673; in arrears on cumu¬ 
lative preferred stock, 297; kinds 
of, 664; on no-par stock, 674; on 
I>ref*rred stock, 673; recorded, 
on books of stockholders, 337; 
reported, as disposition of earn¬ 
ings, 675; requirements in decla¬ 
ration of, 665; source of, 675; sea 
also Cash dividends; Property 
dividends; Scrip dividends; Stock 
dividends 

Dividends payable, cash, 297; stock, 
297 

Dollar changes, in horizontal analy¬ 
sis of statements, 796 
Domestic corporation, 584 
Donated surplus, 656; arising from 
treasury stock donations, 629; 
from property donation, 418 
Donations, of treasury stock, 629; 

of treasury stock, recording, 630 
Double entry bookkeeping, change 
from single entry to, 742 
Double record, of cash, 152 
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INTERMEDIATE ACCOUNTING 


E 

Earned surplus, 16, 066; api)ro- 
priuted, 656; correction of, foi 
misstatements of past peinnl.s, 
770; dut<‘d, 662; free, 656; souiec's 
of, 662; unai>propiiated, 656 
Earned surplus appropriations, n*- 
lutinK to continKent claims, 319, 
to meet asset replacement needs, 
492 

Earned surplus reserves, 15. 690; 
classific'd, 691; for ac!<piisition of 
treasury stf)ek, 628; for bond 
sinking!; fund, 395; for aeneial 
eontingeneies, 695; for ])Ossib|e 
future losses, 694; for possible 
inventory decline, 696; funded, 
693; obj(*etionH to, 760; relating 
to corporati' obligations, 692; 
relating to stock n*ae<|iiiHition, 
692; relating to stock redemption 
plans, ti94; repoiting, foi jUMpiisi- 
tion of treasiuy stock, (i28; to 
describe Imsiness jnii poses si'ived 
by retained earnings. 700; t<t 
reflect contiaetuai lestiietions on 
ihse of suriilus, <>90; to leflect dis- 
cretioriaiy action by boaid of 
directois in pieseutalion of eutned 
.surplus, 691; to refk-ct legal le- 
sfiietions on us«‘ of sin plus, (>90; 
iindcT self-insuianee i)lHns, 69H 
I'^arned suiplus statement, 7; foim 
of, 39; illustr!it<>d, 39, 40; mituie 
of, 30; to accompany income 
statement piepaied in all-iin'lii- 
sive foim, 705; to ii<*eompiin>’ 
income statem(*nt piei)aied m 
cut lent o|)eratiiig peiformaiu’e 
foim, 703 

learnings, averag<‘ evct'ss, capitali- 
Ziition of, for good\Nill measuie- 
mi'iit, 514; distiibution of, on 
creditors and o\vnerslii]> e(iuifi<**“, 
812; per share of stock, 712; p» i 
sluiie, r>n common stock, 841 ; see 
also Hetnined (>arnings 
lefTcctivc intexest on bonds, 363, 546 
lemeigcncy fneililies, 475 
Employee withholdings, natuie of. 

67 

ien<h>rseim*nts, accommodation, 
317; ^^ithoul (lualifieations, 196; 
“without leeomse,’’ 195 
Entries, <-oriecting, see (’orreefing 
entri<‘s 

I'aiuation, ai'counting, 7 
I'kiuipimMit, plant ami, see IMant 
and e(|ui|tim'nt 
lepuity, traeling on the, 831 
letjuity method, applied to con¬ 
trolling interest in stock, 3.50 
lOijuivalent whoh- units, of goo<E 
proeesst'il, 280; of goods pio- 
duced, 276 

lirrors, eorn'Ction t»f, 757; in in¬ 
ventory values, 217; in past 
depreciation stat«*ments, 471; see 
also Misstatements 
E.stat«*s, 402 

Estimated liabiliti(‘s, 308; customei 
premium eilTers as, 312; it<mis in- 
elmlible us, 13; on tickets, tokens, 
and purchase oiders outstainiing, 
315; res<‘rv<' de.signation fot, 308. 
taxes as, 309; unth'r guarantees 
for s(*rviee and replacements. 315; 
under pension plans, 306 
Eviilenee, objective and veiifiable, 
in accounting, 41 

lixchange. accounting for acuuisi- 
tion of i>lant and (‘(luipment by. 
413, actiuisition of plant ami 
<‘Muipment by, 413; tax re({uiie- 
ments for acipiisition of plant 
and eejuipment by. 415 
Expenditures, capital, 410; revenue. 
410; see also ('apital expendi¬ 
tures 


Expense controlling account, illus¬ 
trated, 67 
JOxpense lc*dger, 59 
Exijensea, accrued, 297; accrued, 
accounting for, 88, 90; calcula¬ 
tion of, from incomplete data, 
735; di‘fined, 30; subaccounts, 
illustrati'd, 66; see also Adininis- 
tiative cxpcnse.s; I4cferred ex- 
p<'nse.s; (h*neial exi>ciis<*s; Oper¬ 
ating expenses; Other expenses; 
S«41ing expenses 
I'Xpeiiiiiental cijsta, 521 
lOx-rights, sale of .stock, 342 
lOxtra dividend.s, 674 
Kxtiaoidinary dividentls. 674 
Extraordinary items, as <lefnn*d by 
Aineiican Iiistitut<‘, 33; in ealeu- 
lution of piofits for goodwill 
nwasurement, 512 
Ex trjioi dinary repairs, 422 


F 

Faeilitii's, emergency, 475 
Faetoi, 191 
Fjietoimg, 191 

Fuftoiy overhead, see Ov<‘rhead 
Faetoiy sui»j*lies, 214 
I’urm-piiet* imdhod, r>f inveutoty 
valuation, 252 

I’eileral Insurance ('ontiibutions 
Act, 299 

l'(‘deral obligations, inteiest calcu¬ 
lations on, 16 4 

FtMleral Social Secunty Act, 300 
l edxual t’nemjxlovmeiit Insuiaiiex*, 
300 

Fe<h*ixd rneiiiployim'iit Tax Act, 
300 

I'ecs reeei\e<l in advance, 307 
I inished goods, 215; tuinovxT of, 
8.33 

I'lie insuninee policies, 522; ealeti- 
lation of i<‘cov<‘rubl<‘ amounts 
un<l«*i, .523; ealeulutioii of le- 
eovei.able amounts und<T. when 
seveial policies hehl, .524 
I'lie loss, aeeoiiiiting fot, 525; ne- 
eoiintiiig for, illustinted, 526; 
self-insu*HHee for. 698 
Fiist-in, first-out method, asap}>lied 
to inventoiy valuation, 224; us 
af>pli<'d to in vestimmts, ,336; us 
applied to inv'estments in bonds, 
373; as ap(>Iied to muiketable 
securities, 1(>4; evaluation as in¬ 
ventory method, 229 
Fiist-inoi tgage bond. 361 
Fiscal peii»Mi, u.se of natural busi- 
ne.s.s year foi meichaiidisc, 833 
Fixed assrts, .505; didiiied, 1 1; turn- 
ovci of, 838 

l‘5xed intangibles, 505; defined. 12 
Fixed items, of balance sheet, 8 
I’ixed liabilitif'H, defined. 12 
I'ixed jjereentage, applicil to xlimin- 
ishing book value method uf 
calculating depreciation, 450 
Fixed tangibles, .50.5; xlefin<*d, 12 
Flurtiiating fund system, see I5*tty 
cash 

I 'ootnoteR on statements, see N\)tes 
aeeomj>anying Statements 
Foieign eori»oration, 584 
I'ormultts. .511 
Fianchis<*s, .509 
I'm'c .surplus, 15, 656 
l'5ill iliselosure, meaning uf concept, 
44 

I'ully secured obligations, 296 
k'unded reserve*. 693; see also 
learned sun>his reserx’c 
Funds, application of, 857; ktmls exf, 
387; sources of, 857; see also 
Redemption fumls; Sinking funds 
luinds stateiimnt. see Stute'inent of 
application of fund.s, 813 
Furniture and fixtures, 428 


G 

General expenses, defined, 31 
(ieneral ledger, 58 
(Jeneral journals, 72 
Gifts, of company’s stock, 629; of 
property, 418; of property, ac- 
(lui.sitioii contingent on certain 
conditions, 419 

Going conecin, meaning of concept, 
41 

Goods, detcrioiated, 250; otpiiva¬ 
lent whole units of, pro<*esaed, 
280; equivalent whole units of, 
produced, 276; repossessed, 250 
G(K)ds in proce.ss, 214; turnover of, 
8:43 

Goodw^ill, 511; adjustments after 
acqiii.sition, 516; calculated as 
y(‘ars, pui chase of excess earn¬ 
ings, 515; calculated by capital¬ 
ization of av«‘rnge excess earning.*!, 
514; calculated by capitalization 
of aveiage net earnings, 513; 
methods of ealeulation of, 511 
Gif>ss profits, as peieentxige of cost. 
268; as percentage of sales, 268; 
schcdide of analy.sis of vaiiation 
in, 808; w hen .sales statt'd at ptu- 
e<*ntage above cost, 209 
Gloss ]>rofiis method, in developing 
invi'iitoiy values for turnovei 
calculations, 269; in estimating 
cost of inventory, 267 
Gross iirofits test, 267 
Guarantee, ngninst priee declines, 
318; custoiiH*! seiviet*, 318; for 
.seiviee and leplaet'iueiit, 315; of 
d(‘bt ser\jcc of affiliated coni- 
panies, 318 

Guaranteed bomls, 362 
Guarantecsl di\i(lemls, 587 


H 

Hand tools, 427 
Holding (‘ompany, 334 
Horizontal tinalysis, (‘xtensioiis of, 
825; of eompaiative statements, 
796 


I 

Imprest system, see Petty cash 
funds 

lmi)tov'emt'nt <“osts, .521 
Imptovements, to plant and etpiii)- 
nient, 422 

Inadequ.'iey of pl;inl assx'ts, 442 
Income, aeenu'd, ai'counting for, 
89; ealeulation of, fiom ineom- 
pleti* (lata, 735; deferii*d, ac¬ 
counting for, 90; net, 6; on .sink¬ 
ing fumi inve.stinenta, 388; see 
also Other income 
Income bonds, 362 
Incoim* statements, 7, 29; account 
form of, 35; all-inclusive foim of, 
32; all-inclu.si\c form of, illu.s- 
trated, 704; content of, 31; cui- 
rent peHormanee form of, 32; 
forms of, 35; illustiated, 37; oth(‘r 
mt'asureim'nts of, 842; otlier 
titles of, 29; iirejiaration of, from 
iiicom])lete data, 733; lejiort 
form of, 36; report form of, illus¬ 
trated, 37, 125; .sixnplific'd report 
of, 41; single-sb'p form of, 36; 
working papers for eorrect(*<l, 
illustrated. 774 

Income taxes, on incc'iiie statement, 
32, 36 

Income tax refunds, 183 
Ineome tax requirermmts, allow¬ 
ance for dejdetion, 458; as to 
recognition of cash dividends re- 
eei\'«*d, 338; as to n'cognition of 
stock dividend, 341; for long-term 
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construrtion contracts, 255; on 
aciiiuHitimi of plant and eiiiiip- 
ment by exchange, 415; on bonds 
acquired at preiniuin and dis¬ 
count, 373; on carrying charges 
on unimproved property, 426; 
relating to loss on bond refunding, 
507; revisions in estimates for 
dei>reciation, 472, 474, 475 
Income tax withholdings, 2ft9; 
entries for, 302; reiiuirements of, 
301 

Ineomi)lete data, see Single entry 
bookkeeping 

Incorporation, artielt‘s of, 583* of 
partnershii), GDI; of partnershi]), 
accounting when new books 
opened, 603; of ]>artnership, ac¬ 
counting when original books 
retained, 602 
Indenture, bond. 545 
Indirect materials, 214 
Initial costs of organization, treat¬ 
ment of, in accounts, 421 
Initial markup. 272 
Installment receivables, 182 
Insurance, see I’iie insurance 
l>olieies; Life iiisurauee jxjlicies; 
Self-insurane(‘ 

Insurance (.’ontributions Act, ImsI- 
eral, 290 

Intangible assets, nature of, 505; 
valuation of, 505 

Intangibles, aiuoitizution of, 50{>; 
eomj)lete wiite-otT of. 507; fixed, 
505; fixed, defined, 12; items in- 
ebulibh* as, 11; paitial wiite-otT 
of, 507; with limited tenn of 
exi.stenei‘, 5()(>; without limited 
tc'nu of existence, 507; see also 
('opyiights; Formulas; Fian- 
ehises; (looilwill; licasi'hold im¬ 
provements; Leaseholds, Organi¬ 
zation costs; Patents, Special 
jiioeesses; Trade-marks; Tiiuh' 
names 

Interest, aecriu'd, on purchase of 
seeurities, 163; dining iieriod of 
construction, 420; elTective, on 
bonds, 363, 546; on ptiichase of 
plant ami e«|uipnient, 413 
Interest enlculation, on discounting 
of notes, 19 4; on purchase of 
bonds, 163. on pui chase of 
fctleial obligations, 164; iV', 
method, 194 

Inten*st income, income tax require- 
iiu’nts wheie bonds ac<iuiied at 
liremium oi diseount, 373; recog¬ 
nition of iiivestiiK'nts, 368: when 
bonds purchased “flat,” 375 
Interests in I'.stati's, 402 
InlcM'sts ill life insurant* eoiitraets, 
333 

Inteiests in i)ailiiei^hijis, 401 
Interests in real estate, 400 
Interi'sts in tiusts, 402 
Interim statements, 132 
Internal cheek, see ('ash 
Invimtories, accounting for per- 
lietiial. of manufactiiiing concern, 
97; accounting for perpetual, of 
tiading eoneern, 96; accounting 
for jihysical, of manufacturing 
concern, 94; accounting for 
physical, of trading eoneein, 92; 
advantages of retail inventory 
method, 271; application of 
lower of cost or market in the 
accounts, 247; book system, 215; 
composition of, 213; cost ajipoi- 
tionm<*nt for items aciiiiired for 
one lump jiricc, 233; coat appor¬ 
tionment to joint products, 234; 
cost procedures, 213; effect of 
cost proecdure.s compared, 227; 
effects of errors in recording 
position, 217; estimating cost, by 
gross profits method, 267; esti¬ 
mating procedures in valuation, 


207; evaluation of cost oi narket 
lirocedure, 246; evaluation of 
cost ptooedures, 229; in pcriodii* 
summary, 92; in the measure¬ 
ment of pi ofit, 216; iti'ins en tei ing 
into cost, 219; items included in, 
216; limitations in arii\ing at 
inaiket in applying lowoi of »*ost 
or muiket proeedure, 243; lower 
of cost or market procetlures 
evaluated, 250; inanufactnring, 
valuation of, 275-281; methods 
of applying lower of cost or mai- 
ket fuocedure, 245, ititdhud of 
ascertaining <iuantitie.s. 215; 
natuie of. 213; jrassing of tith*, 
216, 217; perpetual sysU'iu, 215; 
physical system, 215; presenta¬ 
tion on balance sheet, 282; recog¬ 
nition of when* purchased at end 
of period, 296; rest‘rve for pos.sihle 
decline in value of, 696; reseivi* 
foi possible future market declini', 
28,3; retail inventory m<*tho<l, 
271-275; sp«‘eial valuation I'lo- 
eeduies, 243; specific identifica¬ 
tion of costs with goods on hand, 
223; statement of disclosure of 
changes in valuation proeedure, 
282; valuation at av<*rage, 224- 
valuation at cost of latest j>m- 
ehases, 231; valuation at cost oi 
market, whichevei is lower, 243. 
valuation at fiist-iu, fiist-out, 
224; valuation at lust-in, (iist¬ 
out, 226; valuation at market, 
251; valuation at simple avetage 
of <*osts, 232; valuation it stand- 
aid costs, 233; valuation try Imse 
stock iiH'thod, 232; vsluatii.n by 
faiin-piier* method. 252, \alua- 
tion by peicentage (»f (*ompi<*tioit 
method, 253; xalnation by unit- 
Inestoek-piiee inelliod, 252; v.du- 
ation metliods, 219 233; valua 
tion of uncompletial conlia»*ts. 
252; when* pledged, repotting on 
balaiK'e sh(‘(‘t, 283; see also 

Mereliaiulisi’ inv<*ntory 

InvestuH-nts, classifications, 33.'5; 
items iiK'hidible as, 11; miscel¬ 
laneous, 396; untun* of, 333, 
lepotted on balance slu'ct, 492; 
see also Ailvanees; Cash sui- 
lendei value of life insujau<*e 
policy; Deposits: Interests in 
(‘states; Int(*iests in leal estate. 
Interest" in ’^rrusls; Invi'stmeuts 
in bonds, Inv(‘stiuent.s in not»‘s 
and moitgag(“s, Invi'stments m 
stoeks, Aliseellulieous in\e"l- 
iiients;,‘sinkingfunds; 'reiiipotai.\ 
iin e.stments 

InvestiiK'nts in fronds, 361; aeceli*i- 
at(‘d amoitization on redeemable 
i.ssu(*s, 374; aeeuiimlation pio- 
cedun'sin, 365; umot ti/ation pto- 
ce(lure.s in, 365; amortization 
schedules, 368; coiiveision of 
holdings, 375; govei nniental 
issues, 362; kind.s of, 361; loiig- 
teiiii, accounting foi, 368; j»eT- 
manent (h-cline in value of, 375; 
redem))tion of hohhngs, 373; .sale 
prior to maturity, 372; ITiited 
Stab’s saving-, bonds, 37ti; valua¬ 
tion on balunee sheet, 375; when 
purchased “flat,” 375 

Investments in funds and miscel¬ 
laneous iteiM.s, 387 

Inve.stments in land, 425 

Inv(*siments in note.s and mort¬ 
gage’s. 378 

Investments in partnership. 401 

III vestments in stocks, 333; ac¬ 
counting for, 334; as.se.ssments on 
holdings, 330; common, 334; con¬ 
trolling inb*rf‘st, 349; eontioiling 
interest parried at cost, 34tt: 
controlling interest eanh’d at 


eipiity basis, 350; controlling in- 
b'rest reported on bahinoe sheet, 
352; eonv<‘ision of holdings, 348; 
ro,st apportionment to different 
shares aetpuied in one lump sum. 
355; di\i(iends on, 337; evalua¬ 
tion of iiu'thods foi earrydng con¬ 
trolling inteivst in, 351; exeiei.se 
of sah‘ of lights, .'ill; preferred, 
3.3 4; receipt of li<|uidnting divi- 
flend. 347; receipt of stock divi¬ 
dend on, 338; receipt of stock 
dividend different from that held, 
3 40; iee(‘i])t of stock rights, 342; 
redemption of holdings, 348; sah' 
of. 339; stock .split-ups, 341; tax 
Te<jiiircment« foi, 3.53; tax le- 
quireuK'nts on excliange of hold¬ 
ings, 34i); Miluation of, 336; see 
also ('ash dividends on invest¬ 
ment; Stock dividend on inxest- 
luent 

Invoice n’coid, See Purchases 
i(‘eord 


J 

.loiiit profiuets, cost apportionment 
1. . 231 

.louiiial, general, 72 
J(?urn(il Avcomituncu, 4 
.louiimis, special, see Hooks of 
ongiuul eiitiy 


L 

Land, classifii'd on balance* sheet, 
42.5; cost, 424; held for future use 
or resale, 425 
Lapping, 1 19 

Last-Ill, first-out method, usap|)lied 
to iiueiitoiy \aluation, 226; 
('\ahiation as inventory method, 
229 

Lawsuits pi’iiding, as contingent 
lia)iiliti(‘s, 318 

Legal capital, coipoiate, 584; linii- 
tatioii.s upon reaeccuMfiori of 
slock in pi(‘s(‘ivution of, t)21 
Legal K’lpiiM'iiK’nls, M’lating to sur¬ 
plus available foi di\idend.s, 665 
I egul valla* stock, 584 
b<‘as('hold luiproveiiK'uts, .519 
Ii(‘aseh()lds, 518, disclosuie of, on 
balance slic’c t, 518 
Li ases, 518 

Lial ililies, detined, 8; natuie of, 

29.5, oidei of, on balaiiee sheet, 

1.5, latio of ownei’s eaiutal to, 
831; secured, 296; see also ('on- 
liiigi’iit liabilities; ('unenf lia¬ 
bilities; Defeiieil eieilits; I'^sti- 
iiiated liabilitii's; I i\r‘d liabilities; 
Long-teiiii debt; Noiieiui(>iit lia¬ 
bilities; ()th(‘r liabilities 

Liability I (‘serves, see lOstimated 
liabilities 

Life insurance j)oli'^‘i(‘s, accounting 
for, .397; cash siiriender value, 
.397; collection on, 398; loan 
valiK', 397 

Lii|iiidatmg dividi’tids, entii(*s for, 
(i72; nature of, 347, 672 
Loan value, of life insurance policy, 

3U7 

I,on^?-t(‘rm debt, 545; items in- 
el iidibh* as, 12; ratio of owner’s 
capital to, 835; reiioitiiig eunent 
iiiatiiiitie.s of, 297; see also 
Honds payable; Defened en’dits 
Long-teini investiiK’nts, see Ad¬ 
vances; Interests in estah’s; In- 
ten'sts in lif(‘ insurance contracts; 
Iiit('iests in partnoi’ships; In¬ 
terests in trusts; InvestinentR, 
sinking funds 

Long-term items, of balance sheet, 8 
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Long-term liabilities, 545; on the 
balance sheet, 570; sea also 
Bonds payable; Deferred credits 
Long-term notes, investments in, 
378 

Losses, from operations of early 
years, 521; on purchase commit¬ 
ments, 251; on self-construction, 
418; surplus appropriations for 
possible future, 604; surplus re¬ 
serve for possible invento^, 697 
Lower of cost or market, sas Cost or 
market, whichever is lower 


M 

Macliinc recording, 72 
Machine tools, 427 
Machinery and equipment, 427 
Maintained markup, 272 
Maintenance, of plant and e( 4 uip- 
inent, 421 

Maintenance and repairs, as fa<‘tor 
in dcfireciation policy, 442; estab¬ 
lishment of allowance for, 422 
Manufacturing costs, 220 
Manufacturing expenses, saa Over¬ 
head 

Manufacturing inventories, calcula¬ 
tion of costs, 275; saa also In¬ 
ventories 

Manufacturing schedule, content of, 
38; illustrated, 38, 126 
Manufactunng suiiplies, 214 
Margin, purchase of stoi'k on, 334 
Markdown, 272 
Markdown cancellation, 272 
Market, coat or, whichever la lower, 
11; saa also Coat or market, 
whichever is lower 
Market rah* on bonda, 303 
Market valuation, for inventories, 
251 

Market valuation, for secuiities, 108 
Marketable securities, allowance for 
decline in value of, 167; calcula¬ 
tion of lot sold, 164; n'coiding 
purchase of, 163; recoidiug sah* 
of, 163; tax requircinenta on sale 
of, 167; valuation at cost, 166; 
valuation at cost or market, 
whichever is lower, 166; valuation 
at market, 168 
Markon, 272 

Markup, additional, 272; initial, 
272; maintained, 272 
Mai kup cancellation, 272 
Matching process, 5; expression in 
money price, 6 

Memorandum entry, recording 
treasury stock by, 630; to record 
issue of stock rights, 632 
Merchandise in transit, 216 
Merchandise inventory, analysis of. 
831; number of days’ sale in, 832, 
turnover of, 831; see also In¬ 
ventories 

Merchandise on consignment, 217 
Minute book, coiporatc*, 583 
Miscellaneous investments, 396 
Misstati'ments, analysis sheet to 
summaiize, 767-769; in recogni¬ 
tion of bad debts, 766; intm- 
tional, 757; of accnied expense, 
764; of accrued income, 761; of 
deferred expenses, 761; of de¬ 
ferred income, 763, 766; of depre¬ 
ciation, 765; of inventory posi¬ 
tion, 217; of merchandise inven¬ 
tory, 760; of merchandise pur¬ 
chases, 760; of past depreciation, 
471; prevention of, 757; types of, 
758: unintentional, 758 
Mixed accounts, 57 
Money price, expression of match¬ 
ing process in, 6 

Mortgages, investments in long¬ 
term, 378 

Motor vehicles, 428 


Moving average method, as applied 
to inventory valuation, 225 
Moving costs, 521 


N 


Natural business year, 833 
Necessity, certificates of, 475 
Negative account, 57 
Net income, 6; as defined by Ameri¬ 
can Institute, 33; ratio of, to 
total capital, 839; statement ac¬ 
counting for variation in, 807; 
see also Earnings, per share of 
stock 

Net worth, and sur]>lus, criticism of 
b'rminology, 20; see also Capi¬ 
tal ; Corporate* capital 
Nominal accounts, 57; summarized, 
58 

Nominal rate on bonds, 363 
Noncuniulative preferred hto<*k, 588 
Noncurrent assets, classification of, 
11 

Noncurrent items, of balance sheet, 
8 


Nonparticipating preferred stock, 
588 

Nonstock coiporation, 583 
No-par stock, 584, 586; dividends 
on. 674 

Normal operating cycle, defined, 9 
Normal stock method, of inventory 
valuation, 232 

Notes accompanying statoments, 
cumulative dividends in arrears, 
297; disclosure of business com¬ 
mitments by, 30; foim of, 45, 
items includible in, 45; post- 
statement disclosures m, 46; re¬ 
lating to cumulative dividends m 
arrears, 673; relating to inventory 
valuation procedures, 282; re¬ 
lating to leaseholds, 518; relating 
to outstanding stock rights, 633 
Notes payable, classes of, 296 
Notes receivable, composition of, 
181; contingent lial)ility on dis¬ 
counting, 196; discounted, 193, 
317; dihcounti'd, as contingent 
liabilities, 317, discounted, dis- 
honoied, '97; discounted, entries, 
196, 198-199; discounted, pay¬ 
ment after dishonor, 197; dis¬ 
counted “without recourse,” 195; 
investments in long-term, 378 


O 

Obsolescence of plant assets, 442 
Offset accounts, 57 
Offsets, in accounts, 19; wdien im¬ 
proper, 19 

Old-Age and Survivor Insurance, 
299 

One hundred per cent statements, 
805 

Open corporation, 584 
Operating cycle, normal, definivl, 9 
Operating expenses, defined, 31 
Operating reserves, 308 
Ordinary stock diiidends, 608 
Organization costs, 517, 600 
Original entry, books of, 56 
Other assets, items includible as, 12 
Other expenses, di'fmed, 32 
Other income, defined, 32; from 
sinking fund, 392 

Other liabilities, 570; items in¬ 
cludible as, 13 

Oveidrafts, of cash, 159; see also 
Cash 

Overhead, 214; chargeable to self¬ 
construction of property item, 417 
Owner’s capital, rate earned on, 
839; ratio of, to liabilities, 834; 
ratio of, to plant and equipment, 
835 


P 

Paid-in surplus, 656; availability for 
dividends of, 661; improper 
charges to, 660; items includible 
as, 14; transactions giving rfte to, 
659; transactions resulting in re¬ 
ductions in, 660 
Paid-in surplus statement, 702 
Parent company, 334; accounting 
fur investment in subsidiary, 349; 
advances from, 400 
Par stock, 584, 686 
Participating preferred stock, 688 
Partly secured obligations, 296 
Partnerships, accounting for in¬ 
terests in, 401; incorporation of, 
601; incorporation of, when new 
books opened, 603; incorporation 
of, when original books retained, 
602; investments in, 401 
Passing of title rule, for recognition 
of purchase, 217 
Patents, 508 
Patterns and dies, 428 
Payments, cash, records of, 66 
Payroll record, illustrated, 68 
Payroll taxes, 299; entries for, 302 
Pension agreements, 305: entries 
for, 306; position of American 
Institute in accounting for, 306; 
recognition of past services under, 
306; under insurance company 
plans, 306; under self-adininis- 
tered plans, 306 

Peicentuge changes, in horizontal 
analysis of statements, 796 
Percentage of comiJetion method, 
of profit recognition in terms of 
inventory valuation, 253 
Period, reporting, 7 
Periodic summary, accnied and de¬ 
ferred items, 88; adjusting ac¬ 
counts jn, 86; asset depreciation 
in, 87; cost amortization in, 87; 
inventories, 92; probable uncol¬ 
lectible items in, 87; steps in, 86 
Pi'rmarient investments, see Ad¬ 
vances to affiliates; Inteieste in 
estates; Interests in life insurance 
contracts; Interests in partnei- 
ships; Interests in trusts; Invest¬ 
ments, sinking funds 
Perpetual inventoiies, accounting 
for, of manufactunng concern, 
97; accounting for, of trading 
concern, 96 

Perpetual inventory system, 215 
Petty cash, fluctuating fund system, 
153; imprest system, 152 
Petty cash funds, imprest system, 
152 

Petty cash journal, 152 
Physical inventories, accounting 
for, of manufacturing concern, 
94; accounting for, of trading 
concern, 92 

Physical inventory system, 215 
Plant and equipment, acquired in 
second-hand condition, 413; ac- 
(piired under certificate of neces¬ 
sity, 475; acquisition by dis¬ 
covery, 420; aciiiusition by 
exchange, 413; acquisition by gift, 
418; acquisition by issuance of 
non-interest-bearing securities, 
417; acquisition by issuance of 
securities, 416; acquisition, use, 
and retirement of, 409; additions 
to, 422; betterments of, 422; com¬ 
position of, 409; cost apportion¬ 
ment to different assets acquired 
for one lump sum, 412; deprecia¬ 
tion and depletion, 441; iraprove- 
ii^nts to, 422; items includible as, 

11; maintenance of, 421; measure¬ 
ment of turnover of, 838; nature 
of, 409; purchase for cash, 412; 
purchase on deferred payment 
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plan, 413; ratio of owner’s capital 
to, ^5; ratio of sales to, 838; 
ratio of, to long-term debt, 835; 
repairs to, 422; retirements of, 
423; revaluations of, 471; sub¬ 
sidiary records for, 430; use of, 
411: valuation of, 411; soe also 
Buildings; Furniture and fixtures; 
Land; Machinery and equipment; 
Motor veliicles; Patterns and 
dies; Returnable contuineis; 
Tools 

Plant ledger, 58 

Pledges, reporting on balance sheet, 
570 

Post-clQtdng trial balance, illus¬ 
trate, 131; i)reparation of, 131 
Posting, from books of original 
entry, 113; from cash payments 
journal, 06; from cash receipts 
journal, 61; from chtxik records, 
71; from invoice records, 69; fiom 
purchases journal, 66; from sales 
journal, 61; from voucher regis¬ 
ter, 71; to sulxiidiary ledgers, 59 
Post-statement disclosures, 46 
Pre-emptive right, of stockholder, 
584 

Preferred dividends, number of 
times requirements were earned, 
840 

Preferred stock, 584; computation 
of book value per share of, 708, 
computation of earningvs per 
share of, 712; eonveitible, 58H, 
cumulative, 588; dividends on, 
673; kinds of, 587; nature of 
preferences, 589; noneumulativi*, 
588; non participating, 588;partic- 
iliating, 588; redeiMuable, 589; 
redemption of, 619; redemption 
ol, at amount in excess of issuing 
price, 395, 019; redemption of, at 
less than issuing priw*, 395, 020; 
redemption of, through fund of, 
394; surplus appropriations re¬ 
lating to redemption of, 694 
Preferred stock redemption funds, 
see Redemption funds 
ITemium, on bond redemiition, 563; 
on stocks and bonds issiu'd in ex- 
cliangc for properties, 410 
Premium oflfers, on sales, 312; on 
sales, accounting for, 313 
Premium on bonds, accelerated 
amortisation, 374; amortization 
by investor, 365; amortization by 
issuer, 551; on investor's books, 
363; on issuer’s books, 549 
Premium on stork, on issuer's 
books, 599; on subscription of, 
.591 

Prepaid expenses, see Deferred ex¬ 
penses 

Prepaid income, reportable as eui- 
ront liability, 307 
Prepaid subscriptions income, 13 
1*1 lee level, use in the accounts, 479, 
480 

Principles of accounting, see Ac¬ 
counting standards 
Private corporation, 583 
Procf^ssing costs, 276 
Productive-output method of de¬ 
preciation, 448 

Productivity rate, on assets, 838 
Profit and loss, determination of, 
from comparative balance sheets, 
732 

Property dividends, entries for, 667; 

nature of, 667 
Proprietorship, defined, 8 
Public corporation, 583 
Purchase commitments, advance 
payments on, 282; possible losses 
on, reflected on the balance sheet, 
283; presentation on the balance 
sheet, 282; recognition of losses 
on, 251 

Purchase orders, advances from 


customers on, 307; outstanding, 
accounting for, 315 
Purchases discounts, lost, 222; see 
also Cash discoimts 
Purchases journal, illustrated, 65; 
posting from, 66 

Purchases records, 65; check regis¬ 
ter, illustra^d, 66, 71; invoice 
record, 68; invoice record, illus¬ 
trated, 69; invoice record, [losting 
from, 69; voucher registt'r, illus¬ 
trated, 71; voucher sysUmi, 70 
Purchasing costs, on meichandise 
acquired, 220 


Q 

Quasi-reorganization. 484; dated 
earned surplus arising from, 663 
Quick ratio. 828 


R 

Rate, earned on common equity, 
841; earned on total assets, 8,38, 
earned on total owner's capital, 
839 

Ratio, aeid-ti'st, 828; banker’s, 820. 
current, 826; in horizontal analy¬ 
sis of stab'ments, 801; net income 
to total capital, 839, of ownei’s 
capital to liabilities, 834; of 
owner’s capital to plant and 
e(juipment, 835; of plant and 
eejuipment to long-t<*rm debt, 
835; of sales to assets. H37; of 
sales to plant and e«iuipment, 
838; quick, 828; work^rn; capital, 
826 

Raw materials, 214; turnover of, 
833 

Real accounts, 57, suinmaiized, 58 
Real tjstate, investments in, 400 
Reanangement costs, ,521 
Recapitalization, 038 
Receipts, cash, rcoords of, 60 
Rewivables, analysis of, 829; antic¬ 
ipation of discounts and oth(‘r 
charges in valuation, 189; compo¬ 
sition of, 181; nature of, 181, 
numlier of days’ sales in, 830, 
presentation of, on balance sheet. 
200; turnover of, 829; use of, in 
procurement of cash, 190; valua¬ 
tion of, 184; see also Accounts 
receivable; Cash dividends re¬ 
ceivable; Installment reenvables; 
Note.s receivable; Subsenptions to 
bonds, Hubsenptions to capital 
stock 

Recipiocal accounts, 389 
Reconciliation of bank balances, 154 
Reconciliation statement, bank, 154 
Ileeording, by machine, 72 
Recording piocess, see Bookkeep¬ 
ing process 

Redeemable preferred stock, 589 
Redemption, preferred stock, 619 
Redemption funds, 387; for reoe- 
(piisition of preferred stock, 394 
Redemr>tion rif bonds, on books of 
investor, 373; on books of issuer, 
562; sinking fund for, 392 
Redemption of stock, on books of 
invt*stor, 348 

Reducing-charge methods of depre¬ 
ciation, 449; arbitrary rates ap¬ 
plied to cost method, 452; evalua¬ 
tion of, 452; fixed percentage 
applied to diminishing book 
value method, 460; reducing 
fractions applied to cost method, 
461; sum of Ufe digits method, 451 
Reducing fractions applied to cost 
method of calculating deprecia¬ 
tion, 451 

Refunding of boneb, 566 


Registered bonds, 362 
Relative sales value method, as 
applied to inventory valuation, 

Renewals, of plant and equipment, 
422 


Repairs, to plant and equipment, 
422 


Replacements, of plant and equip¬ 
ment. 422; of pioperty, deprecia¬ 
tion and, 455 

Replacement guarantees, 315 

Replacement system of calculating 
depreciation, 455 

Replacement values, dimreoiation 
oil, 488; meaning of/ 481; surplus 
appropriations to meet, 492: use 
ot, 481; use of, upon price level 
advances, 480; use of, upon price 
level declines, 479 

Report form, of balance sheet, 16, 
18; of balance shi'et, simplified, 
23; of income statement, 36, 37, 
125 


Reporting period, 7 
UepoNsussed goods, 260 
Reserve for bad debts, Allow¬ 
ance for bad debts 
R'*se)\'»* for possible future inven¬ 
tory decline, 283, 696 
H ‘serves, alternate designations for, 
22; as appropriation of retained 
(‘arnings, 689; as estimate of lia¬ 
bility of unoertain amount, 689; 
as valuation account, 680; classi¬ 
fication of. 21; kinds of, 689; 
opi'rating, 308; recommendations 
of limitations in use of designa¬ 
tion, 21; secret, 599; use of term, 
689; 8*0 alto Earned surplus 
1 cMTves 

Reserves section on balance sheet, 
308; criticized, 22 

Residual value, use of in calculating 
depreciation, 443 

Resources and liabilities, statement 
of, 7 

Retail inventory method, 271-275 
Retained earnings, 656; too alto 
Earned surplus 

Retirement, of plant and equip¬ 
ment items, 423 

Retirenunt system of calculating 
dejireeiation, 455 

Returnable containers, accounting 
for, 429; nature of, 428 
Revaluation suriilus, 656, 661; 

unsiiig from recognition of sub¬ 
sidiary profits and losses, 351; 
fiom discovery of valuable re- 
soiirocB, 420; nature of, 16 
Rc'valuations, of plant and equip¬ 
ment, 471 

Revenue, 6; defined, 29 
Revenue expenditure, 410 
Re\’crse-split, of capital stock, 640 
Reversing accounts, 132; illustrated, 
132 


Reversing entries, 132 
Rights, too Stock rights 
Rjghts-on, sale of stock, 342 


S 

Sale, of assets after appraisal, 493; 
• o^ investment in bonds, 164, 372; 
of investment in stock, 164; of 
investment in stock, where 
several lots are held, 339 
Sales, calculation of, from incom¬ 
plete data, 734; defined, 31; ratio 
of, to assets, 837; ratio of, to 
plant and equipment, 838 
Sales discounts, allowance for, 100; 

soo alto Cash discounts 
Bales journal, illustrated, 60, 68; 
posting from, 61 

Sales records, CtO; illustrated, 60, 63 
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Sales taxes payable, 298; calculation 
of, 298 

SaviiiRs. on self-construction, 418 
Schedule, nmnufactuiing, 38; 
inanufacturing, illustratt‘d, 126; 
of analysis, of variations in gross 
profit, ^8 

Scrip dividends, entiic's for, 667: 

nature of, 666 
Second-mortgag<‘ boiul, 3(>l 
Secret reserves, oOft 
Secured bonds, 361 
.Secured obligations, 296; re])orting 
(if, 297 

Securiti(‘s, issiK'd in exchange for 
plant and equipment, 416 
.Secuiities and hjxchange Commis- 
.si(in, contributions of, 4 
.Security units, sale, ,596 
Self-construction, at cost in excess 
of contract pi ice, 418; at cost less 
than contract piice, 418; ovei- 
head as element of cost, 417; 
plant and eipiipinent HcipiiK'd 
thrciugh, 417 

Self-iuMirunee, accounting jiroce- 
dures under plans for, 699; natuM‘ 
of, ()98; re.serveH for, 698 
Selling expenses, defined, 31 
Seiial bonds, 6,58; amortization by 
c<»mpound-in1erest method, .5,58; 
amoitization by straight-line 
method, ,5.58; amortization pio- 
eedures, .5.58; amoitization pio- 
(•('duies when bond year and 
fiscal y(*ar do not coincide, ,561; 
ridirement piioi to matmity, .56() 
.Sciii'H li bonds, accumulation pio- 
c(*duies, 376 
Service guarantees, 31.5 
Seryice-liours method, of deprecia- 
fion, 447 

Share, book value per, 70,5; earnings 
per. 712 

.Shortages, cash, 1.58 
Sliort-t(‘rm ib*ms, on balance sheet, 
8 

Simplific'd report, of imlanee sheet. 

23; of ineonu* statement, 41 
Single entry bookkeeping, 731; bal- 
anei* sheet preparation in, 7.32;^ 
calculation of cost of goods sold 
in, 734; calculation of depr(‘cia- 
tion in, 737; culculatii n of e\- 
jx'nseh in, 73.5; calculation of in¬ 
come items in, 73.5 ; ealculation of 
sales in. 734; limitations of, 713; 
preparation of ineome statement 
in, 733; |>M>|)aiation of statements 
under, illustiated, 737 712; lee- 
ords in, 731; use of, 713 
Single-step income statement, 36; 
illustrati’d, 36 

.Sinking funds, 387; aceumulation 
of, ,388; actjuisition of own bonds 
tlirough, 392; d('po.sits in, 388; 
entrii's on eorporation books ami 
.separatt' books foi, 389; methods 
of accounting foi, 389 
Six per (sent method of calculating 
inten'st, 194 

Social Security Act, iMuhaal, .300 
Solvency, definition of. 793 
Sound value, uu'aning of. 481 
Sp('eial journals, see Hcaiks of 
original entry 
Special proccss(*s, .511 
Special stock dividends, 668 
Split-dowm, of cuiutal stock, <)10 
Split-ups, on investor’s books, 311; 

stock, on corporat(‘ books, 639 
Standard co.sts, method of inven¬ 
tory valuation, 233 
Standards, accounting, see Ac¬ 
counting standards 
State L'nemploymcnt Insurance, 
300 

Stated capital, corporate, 584 
StaU»d value stock, .584 


Statement, accounting for variation 
in net income, 807; bank recon¬ 
ciliation, 154; earned surplus, 7; 
income, 7; of paid-in surplus, 701; 
see also Earned surplus state¬ 
ment; Income statement; Surplus 
statement 

Statement analysis, 793; analytical 
procedures in, 795; development 
of break-even point measure¬ 
ments in, 810; groups concerned 
with, 793; horizontal measure¬ 
ments in, 796; intt*rpretation of 
results of, 842; preparation of 
statement accounting for variu- 
tion of net income in, 807; ph- 
mai-y inspection of stattunents 
pieliminary to, 794; special ratios 
and measuremente, 825; use of 
common-size statements in, 80,5; 
use of comparative data in, 793; 
use of comparative statements in, 
795; vertical measurements in, 
802; see also Ratio 
Statement of appli(‘ation of funds, 
813, 851; adjustments for, illu.s- 
tiatx'd, 861; adju.stments in cl(*- 
velopment of, 8.58; alternalc 
working ]>aper form in jinqiaia- 
tion of, 876; analysis of account 
changes in preparation of, 8.5.5; 
application of funds in, 8.57; illus¬ 
trated, 8,54, 866, 871; natur(‘ of, 
8.51; pr(“pHrati()n of, 8.53; prepara¬ 
tion of woikiiig ])apci.s for, 866- 
873; purp()S(‘ of, 851; sources of 
funds in, 857; wot king papeis for, 
illustrated. 8.56, 863. 868 869 
Statement of changes in capital, 7, 
30 

Statement of condition. 7 
Statement of eainings, see IncoiiK* 
stat4*ment 

Statement of operations, see In¬ 
come statement 

Statement of piolit and 1o.hs, see 
IneoiiK* statement 
.Stat(‘ment of r(‘.soure(‘.s and lia¬ 
bilities, 7 

StHt(‘ments, neeoiinting, 7; prepaia- 
tion of. 121; coinmon-dollai 47; 
eommott-size, 805; eonsolidated. 
3.52; footiioh'.s on, 45; from iii- 
compleR* data, 731; inh'rim, 132; 
limitutions of, 47; on cash and 
accrual bases. 99; 100";, 80,5; 
terminology of. 20; see also Hal- 
auc(‘ shc(‘t; (Comparative state¬ 
ments; (’umulative statements; 
lOained surj»lus statenumt; In- 
(•(»me statement; Statement of 
ap|4ieation of funds; Statement 
of eViangPH in capital 
Stock, book value of share's of, 836; 
calculation of cost of lotsedd, 16.5; 
capital, 14; cumulative jircR'iied, 
reporting dividends in arrears on, 
297; issue*! in exchange for plant 
and eejuipment. 416; .sale of in¬ 
vestment in, 164; tn'a.sury, 11; 
watered, .599; see also (’'a]atal 
st(K'k; Iiivcstmcnt.s in stock 
.''5tock a.ssessmcnts, on investuM'nt, 
,33.5 

Stock certificate book, ,591 
St(X*k conversion, on books of in- 
vc.stor, 348; on bo<ds of issuei, 
636 

Stock coiporntion, .583 
Stock dividends, compare<l with 
stix’k split, 672; entries foi, 6(»7; 
('ntries for fractional shares of, 
671; nature* of, 667; on inv(*.st- 
ment, 338; onlinary, 668; pay¬ 
able, 297; receipt of, different 
from that held, 340; reporting on 
balance shiMd, 671; special, 668; 
simple ca{>italization involved in, 
668 


Stock options, calculation of value 
of, 635; date for recognition of in 
the accounts, 635; granted as 
compensation for services, 634 
Stock rcacqni.sition, sea Treasury 

StCK’k 

Stock redcnqition, 348; surplus ap¬ 
propriations related to, 694 
St(jck rights, accounting for, by in¬ 
vestor, 343; calculation of theo- 
letical values Of, 346; exercise of, 
by investor, 344; failure to exer¬ 
cise by investor, 345; granted to 
stockholders as means of increas¬ 
ing invested capital, 632; issued 
as compensation for services, 634; 
issued w’ith sale of bonds or stock, 
6.33; kinds of. 632; nature of, 342; 
sale of, by investor, 344; when 
leccivcfl on several purchases, 345 
.Stock split, compared with stock 
dividend, 672 

.Stock split-ui»s, on corpoiate basis, 
639; see also Split-ups 
Stockholdcis, number of, in the 
United .States, 2; rights of, 584 
Stocklujlder’s interest, see Capital 
.Stockhohlcrs ledger, 58, 593 
Stiaighti-line method of amoitiza- 
tiou of btmd pi(*mium and accu¬ 
mulation of di.scount by investor, 
.366; (>f amortization of bond 
premium and di.scount on bonds 
payable, ,5.51; of amortization of 
premium and discount on serial 
bonds outstanding, .558; of depn*- 
ciation, 4 1.5 

Siib-accounts, cxpeivse, illustrated, 
66 

Siib.scrib(‘rs ledg(*r, .591 
Subscriptions, defaults of, on stock, 
.594; for bonds, .548; for stock, 
.591; received in advance, 307; 
to capital stock, 183 
.Subscriptions inc()me, prcjiaid, 13 
.Sub,si diaries, advances to, 400 
Sub.si(iiury company, .334; account¬ 
ing for on books of paient com¬ 
pany, 349 

.Subsidiary k*dg(‘t, .58; acc()unts pay¬ 
able h‘dg(‘i, .58; accounts i(‘C(*iv- 
abl(‘ ledg(‘i, .58; advantag(‘s of, 
t>0; (*\pcns«‘ Icdgei, 5t>; exp(‘n.s(* 
sub-accounts illustiat(‘d, 66; foi 
plant and (*<|uipni(*nt, 430; plant 
l(‘dgcr, .58; j.osting to, 59; stock¬ 
holders halger, .58 

.Subsidiaiy i ('cords, foi calculation 
of dcpit'ciation, 444 
.Sum of life digits method of calcu¬ 
lating depicciation, 4.)1 
.Surplu.s. alternative designations 
for, 20; appi'ojriiations, 68W; 
capital, 6.56; classification of, 0.5.5; 
coiruction of, for misstatements 
of jrast i)(*ri(Kls, 770; donat'd, 
6.56; (‘ained, 6.55; free, (556; nature 
of, 655; paid-in, 65.5; i(*comm(*n- 
dations for di.scmitinuancc of 
term, 20; n'valuation, 65.5; see 
also Earned surplus; Paid-in 
surplus; He^aluntlon surplus 
Surplus appropriations, see Earn(*d 
surplus r(‘.serv{‘s 

Surplus r(*.serv(‘s, see Kai’ned .sur¬ 
plus reseiv(‘s 

Surj.lus stati'meut, 689; form of, 
701; nature of, 701 ; to accompany 
income staP'ment in all-inclusive 
form, illustrated, 704; see also 
learned surplus 


T 

T form of account, 57; illustrated, 
59 

Tangibles, fixed, .506; fixed, defined, 
12 
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Tax procedures, in conflict with 
accounting procedures, 353, 476 
Tax rettuireinents, on conversion of 
stock holdings, 349; on sale of 
marketable securities, 167 
Taxes, accounting for estimated, 
310; on land held as investment, 
425; j)ersonal property, 310; real 
property, 310 

Temporary investments, composi¬ 
tion of, 163; delined, 162; pres¬ 
entation of, on balance sheet, 
169; see also Marketable se¬ 
curities 

•"rentative Statement of Account¬ 
ing Princii)lea Underlying (Cor¬ 
porate Fnaneial Statements,” 4 
Term bonds, 558 

Theoretical value of stock rights, 
345 

Thirteen-month year, adoption of, 
in reporting, 802 

Tickets, as claim for goods and 
Her\ieeH, 315 
Time drafts, 181 
Titl<’, passing of, 210 
Tokens, as claim for goods and 
services, 315 

Tools, accounting for, 427; kinds of, 
427 

'Prade acei'ptanci's, 181 
i’lade discounts, 220 
'Pratiing on the equity, 834 
Trade in, acquisition of plant and 
(Miuipment by, 113; niwiehandise, 
250 

Trade-maiks, 510 
Pi ade names, 510 

'Piansactions, analysis of, 56; busi- 
ni'ss, 55; defim'd, 55; internal, 55 
’Pralisfer agent, 594 
Treasury bonds, 555; aeejuin'd 
through sinking fund and kept 
“alive,” 393; ac(juired thiough 
sinking fund and n‘fii(‘d, 393; 
method of recording, 556; pres¬ 
entation on balaiwe sheet of, 
570; resale of, 556 
Treasury stock, 14; accounting for, 
when vi(‘\vf*d as capital element 
awaiting iiltimale disjiodtion. 
626; accounting for, when viewed 
as capital relireim'iit, 622; ac¬ 
quisitions of no-pai, 627; de- 


acril)ed, 620; donations of, 629; 
donations of, when assets were 
overvalued <m original s’toek issue, 
631; legal limitations in ac(]uisi- 
tion of, 621; reeoiding donations 
of, 630; surplus appropriation for 
purchase of, 692; surplus appro- 
Fuiations upon acquir,ition of, 628 
Treasury stock subterfuge, 630 
Treiisuiy tax notes, United States, 
piesentation on balance sheet, 
169 

Trial balance. post-<‘losing, prepara¬ 
tion of 131; post-j'hising, illus¬ 
trated. 131, piepaiatioii of, 113 
Trust indentun*. 387 
Trustee, accounting for trans¬ 
actions of, 389; in chuige of sink¬ 
ing fund. 389 
'Pi lists, 402 

'Purnover, accoi nts receivable, 829; 
financial advantages of ineieased, 
of nierehamlise, 833; financial ad¬ 
vantage • ot ineieasetl. of iec<'i\- 
ables, 831; UK'asUMMiient of asset. 
8.37; iiieasuMMiieiit of, of plant 
and equipment. 838; of finished 
goods, 833; of goods in i>rocess, 
8^13; of merchandise inventory, 
832; of law luatcnals, 833 


U 

Unappropiiafcd caiinsl se.tplus, 15 
Unuppropriatid "uiplus, 656 
1 ncomplctcd eonliacts, iirofit 
mcasuicmenf on, 252 
t ncnipioym<*nt iiisuiance, entii«‘s 
for, 302; fcdci.il h. n on, 300 
state laws on, .‘UH) 

UmMnplo.Muent 'Pa\ Act, Federal, 
. 500 

Unissmsi bonds, pie.senfation of, 
on balance sheet, 570 
llnit-livestoek-piiee m<‘thod, of in- 
venfoiy valuation, 252 
United Mates savings bonds, 376, 
tables of, 379 

Uniti'd States tieasiir.v tax notes, 
piesentation on balance shnt, 
169 

Units. siTuiity, sale of, 596 
Uiiseeiiied bonds, 361 


Useful life, use of, in calculating 
depreciation, 443 


V 

Valuation, of current assets, 10; of 
current liabilities, 11 

Vertical analysis, extensions of, 
825; of eompura.ive statements, 
802 

N'oiieher registei, 70; illustrated, 71. 
ousting from, 71 

Voucher system, deserilH'd, 70; ]>io- 
cedures, 151 

Vouelicrs payable account, 70 


W 

Wairants, fractional .dime, 671; of 
stock, .342; to stock lights, 632 

Wateied .stt»ek, 599 

Weighted average method, as ap- 
1 'ln‘d to inventory valuation, 225 

\\ jthlioldings, employee, mituie of, 
67 

\\ oi k shet't, for inanufaetuiing eoin- 
pany, illustrated, 118 119; prepa- 
lation of, 117; j)r<‘patalioii of, 
afiei fire loss, 528 

Woiking eapilid, 826; American In¬ 
stitute position on, 9; thdiiied, 8; 
impoitanee of, 147; ratios in 
aiialysi- oi. 828; statement of 
application of funds in analysis 
of. 851 

Woikiiig (uipital balance foim of 
balance slii'ct, 18 

Woiking papi'is, foi eonected bal¬ 
ance sli(‘et, illiistiatial, 776; for 
eonected income stati'inent, 774, 
foi eoneiqjoii of account bal¬ 
ances, 770; foi (‘oneelion of ae- 
eouTit balunees, illiistiati'd, 771, 
for collection of statcuiients ol 
piioi years, 773 


Y 

Yeais’ jiundiasi', of excess earnings, 
ealeiilation of goodwill by, 515 



